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INTRODUCTORY NOTE
The problems and questions prepared by the American 
Institute of Accountants and adopted by state boards of 
accountancy in examinations for the certified public ac­
countant certificate are periodically published in book 
form. Unofficial answers to these questions, based on 
material appearing in The Journal of Accountancy, have 
been concurrently published in separate volumes. The first 
book of answers covered the period from May, 1927, to 
November, 1931, and subsequently the questions and 
answers for the periods from May, 1932, to November, 
1935, and from May, 1936, to November, 1938, were pub­
lished. These books have been used in accounting courses 
and have proved their value to candidates for the C.P.A. 
certificate.
In response to a continuing demand, we now present 
another book of answers which have appeared in The Journal 
of Accountancy, covering the period from May, 1939, to 
November, 1941. The problems and questions of this period 
appear in a separate volume which is being published 
simultaneously. I t  cannot be too strongly emphasized that 
these answers are not in any sense official. They represent 
merely the opinions of the two individuals who have 
prepared them for publication.
John L. Carey, Secretary
March, 1942.
Answers to Examinations of May, 1939
Auditing
MAY 11, 1939, 9:00 A.M. to 12:30 P.M.
No. 1.
(a) The cost basis of valuing an inventory should be acceptable to 
an auditor, provided (1) that it does not include any intercompany 
or interdepartmental profit, interest charges, unusually high overhead 
charges, etc., and (2) that the market value or present cost to manufac­
ture is not materially less than the cost basis used.
(b) The market value basis should be acceptable, provided (1) that 
such basis is readily ascertainable, (2) that it is customary to use such 
basis in the particular industry, and (3) that provision has been made 
for selling costs, discounts, and allowances.
(c) The lower of cost or market is the generally acceptable basis, 
provided that by “ cost” is meant the present cost to manufacture, and 
by “market” is meant the purchase market price of similar quantities. 
Under certain circumstances, because of the size of the inventory, or 
because of certain market trends, the auditor should probably insist 
upon a lower valuation than cost or market.
(d) The sales value basis may be accepted, provided (1) that such 
basis is customarily used in the particular industry, and (2) that pro­
vision has been made for selling costs, discounts, and allowances.
(e) The standard cost basis may be accepted provided that such 
costs closely approximate the actual costs as outlined under (a).
In each of the five cases listed above, the basis of valuation used 
should be indicated on the balance-sheet.
No. 2.
The extent of the tests of the footings of the cash, purchase, and 
sales records and the checking and testing of the postings of the respec­
tive totals to the general ledger would be dependent upon the system of 
internal check in use by the client. The auditor should make sufficient 
tests to satisfy himself that no irregularities are being concealed by 
means of overfootings or underfootings.
A shortage of cash may be covered up by increasing the total of 
cash disbursements, or decreasing the total of cash receipts and, re­
spectively, increasing the posting to the debit of a creditor’s account, 
or decreasing the posting to a debtor’s account by the amount of the 
overfooting or underfooting.
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Sales entered in the sales record, but not posted to the customers’ 
accounts may be concealed by underfooting the sales record. Subse­
quent remittances by such customers may be retained by the book­
keeper.
No. 3.
The amount advanced to the Jones Company, and the commitment 
to purchase additional merchandise in like amount may be disclosed 
in the balance-sheet of the Smith Company by showing the item, pref­
erably under the caption of inventories, as follows:
Deposit on purchase contract, per contra. . . . ..............................  $20,000
The corresponding liability should be shown under the current- 
liability section, as follows:
Note receivable discounted, see note...............................................  $20,000
Further explanation should appear as a footnote on the balance-sheet 
in somewhat the following manner:
N ote.—The company advanced $20,000 on account of a  purchase agreement 
which amount was obtained by discounting the seller’s note due June 1, 1938. 
As the merchandise is delivered to the company during the year 1938, the 
amount of the successive invoices are to be paid to the holder in settlement 
of the note.
No. 4.
In Release No. 5, Accounting Series, the Securities and Exchange 
Commission states:
“ . . . dividends on a corporation’s own stock held in its treasury or in sink­
ing or other special funds should not be included in income. The treatment of 
such dividends as income results in an inflated showing of earnings inasmuch 
as the earnings from which dividends are paid have already been included in 
income or surplus either during the current or prior accounting periods.
“ When a corporation’s own stock is held in a sinking or other special fund, 
the requirements in respect of which are such that the earnings accruing to the 
securities held therein must be added to the fund, dividends applicable to the 
corporation’s own stock so held should, nevertheless, not be treated as income.”
There are no exceptions to this rule. 
No. 5.
“ Vouching” is a term generally used by public accountants. I t  
means the verification of a particular item by examination of satisfac­
tory proof of amounts, authority, and approval.
“ Vouchering” is a term used in any enterprise that uses a “ voucher 
system.” It means the preparation of invoices and other evidence of
indebtedness for entry in the “ voucher” register and for subsequent 
payment.
No. 6.
The auditor should make a general inquiry covering the assets that 
can be pledged or earmarked, such as:
Cash—earmarked for a special purpose.
Accounts receivable and inventories—pledged to secure loans or subject to 
other liens.
Life-insurance policies—assigned to others than the company or firm.
Real estate and equipment—mortgaged, or subject to tax or other liens. 
Patents—subject to license agreements or to royalties.
(a) Liens on real estate and equipment:
1. Examine the minutes covering the acquisition of the assets, and the
authorization of funded or other debts.
2. Examine the fire-insurance policies to ascertain whether there are any
assignments of claims to mortgagee.
3. Inquire of the company’s attorneys and a t the county clerk’s office of any
mortgages, tax liens, and assessments;
(b) Liens on merchandise:
1. Inquire a t warehouses of any liens or restrictions on withdrawals.
2. Examine fire-insurance policies as to the named beneficiaries, and for any
endorsements.
(c) Liens on accounts receivable:
1. Examine into payments to other than ordinary trade creditors to ascertain
whether any payments were made to banks or finance companies who 
may have a  lien against the receivables.
2. Examine the invoices sent out during the course of the audit to learn if they
show an assignment or a request to remit to others.
3. Examine any special bank accounts to see whether they represent pro­
ceeds of assigned accounts deposited in trust.
In addition to the above, the following should be done:
1. Inspect the interest and commission accounts for payments indicating the
existence of secured liabilities.
2. Request banks or other lenders to state what collateral is held to secure loans.
3. Include a specific statement in the officers’ certificate tha t the real estate and
equipment, merchandise, and accounts receivable are not subject to any 
undisclosed lien.
4. Inspect the correspondence files of the principal creditors.
No. 7.
(a) The weak point of this procedure is that the control and approval 
of the expenditures is in the hands of the petty cashier who has an 
opportunity to misappropriate the unused portions of the advances.
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The principle involved is that the person handling and accounting for 
the cash should not be the same person who approves the expenditures.
(b) No. The petty cashier could still misappropriate the unused 
portions of the advances by altering the salesman’s statements, so as 
to make the expenses appear to be larger and the unused advances 
correspondingly lower.
(c) Separate expense-advance accounts should be opened for each 
of the salesmen, with a controlling account to be carried in the general 
ledger. Any advances made to the salesmen from the petty-cash fund 
should be supported by receipts from the salesmen, properly author­
ized by the sales manager. When the petty-cash fund is reimbursed, 
these authorized signed receipts should be attached to the voucher, 
which should show the distribution to the salesmen who had obtained 
the advances. The total of the advances should be charged to the con­
trolling account in the general ledger, and the individual advances 
charged against the salesmen.
The unused advances returned by the salesmen should not be taken 
into the petty cash, but should be returned to the general cashier with 
the expense statements approved by the sales manager. The salesman’s 
account should be credited with the amount of the approved expenses 
as shown by his statement, and by the amount of the unused cash 
returned. The expenses, of course, should be charged to “ Travel and 
entertainment expense” account. Any balance in the advances account 
should represent the amount advanced* to the salesmen, but as yet 
unaccounted for.
No. 8.
Accounting firms generally divide their clients’ files into two classes, 
“ Permanent” and “ Current.”
Permanent file:
Extracts from charter, by-laws, minutes.
Summaries of important contracts.
Correspondence, invoices rendered, certain memoranda, copies of reports, in­
cluding tax reports, certain applications, such as those to S.E.C.
Audit programs spread in such manner as to indicate the work done during each 
examination.
Summaries and analyses brought down to date on:
Capital-stock accounts.
Less active investments.
Fixed assets and related reserves.
Bonds, the related redemption funds, and unamortized discount and expense. 
Reserves.
Surplus accounts.
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Columnar spread sheets for each engagement date for:
Final trial balances.
Im portant supporting schedules to balance-sheet, and profit-and-loss items. 
Final balance-sheets.
Final profit-and-loss statements.
Current file:
All papers, memoranda, etc., not kept in the permanent file.
Current working trial balance.
Adjusting entries.
Rough draft balance-sheet, and profit-and-loss statement prepared from the 
working papers.
Schedules for each balance-sheet, and profit-and-loss-statement item kept in 
the order in which they appear on those statements. Each schedule should 
have attached to it  any supporting analysis of the ledger account, memo­
randa, or other data relating to the account or item for ready future reference.
All of the current working papers should be indexed and cross-referenced in some 
such manner as outlined below:
On the working trial balance assign a  letter or a  roman numeral to every 
account supported by a schedule.
The schedules should bear the corresponding identification. The subschedules, 
analyses, memoranda, etc., supporting the main schedules should bear the  
corresponding letter or numeral, plus a page or sheet number.
The draft report should be indexed to the schedules for reference purposes.
No. 9.
(1) The expenditure of $200 on the truck should be capitalized by a 
charge to the truck account inasmuch as it extended the new useful 
life. Depreciation, however, should be provided on the basis of the 
remaining useful life of the rehabilitated truck. That portion of the 
depreciation applicable to the taxable year under examination should 
be allowed by the revenue agent.
(2) The revenue act does not recognize losses or gains on the ex­
change of like assets. Therefore, the $100 should have been added 
to the cost of the new truck for tax purposes, and depreciation should 
have been provided on the basis of the increased value.
If the truck and the relative depreciation accounts are to be kept 
in conformity with the revenue act, the $100 should be charged to 
the truck account, and additional depreciation should be provided. 
The offsetting credit and debit should be entered in the surplus 
account.
If the transaction (and similar ones) are not to be reflected on the 
books in conformity with the act, memorandum accounts or working 
papers should be kept in order that future tax returns will be prepared 
in accordance with the regulations.
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No. 10.
An invoice may be paid twice under any or all of the following cir­
cumstances:
1. If the system of internal check between the purchasing, receiving, 
and accounting divisions is not closely knit; particularly, when the 
purchasing and receiving departments do not keep accurate records 
of the invoices which have been passed on to the accounting division—
The purchasing and receiving departments should approve all in­
voices as to terms and prices, and check to see that the quantities 
billed and received do not exceed the number of units ordered. I t would 
be well to have the receiving department use a voucher that is pre­
pared in triplicate upon which to record the quantity and items re­
ceived. One copy of this receipt should be sent to the purchasing de­
partment, another to the accounting department, and the third kept for 
its own files. The accounting department would match up its copy 
of the receiving voucher with the invoice, and staple the two together 
before entering the invoice for payment.
2. When, for some reason, more than one invoice is required and the 
system for handling them is not adequate—
A survey should be made to ascertain whether the procedures which 
require the use of duplicate invoices cannot be revamped to eliminate 
them. Under any circumstances, duplicate invoices should not be used 
in the accounting or vouchering department. If necessary to use them 
in other departments, they should be clearly stamped “ duplicate” 
in indelible ink as soon as received.
3. If employees conspire to commit fraud—
The invoices with all supporting documents should be attached to 
the voucher jacket, and should accompany the voucher check when 
the latter is sent to the treasurer. After the check has been signed, 
the voucher jacket, invoices, and other attached papers should be 
canceled in the treasurer’s department by means of a perforation 
which should show “paid-blank date.”
No. 11.
“ Voucher”
Broadly, a voucher is any document evidencing the correctness of a 
transaction. Specifically, it may be an invoice, receipt, canceled check 
or any other document serving as an approval of a payment or as a 
proof of payment. I t  may also be a form used upon which is recorded 
the authority, approval, method of settlement or payment, and other 
data.
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“ Voucher check”
A voucher check has the combined features of a check, a formal 
receipt, and a remittance letter. On it are listed the dates and amounts 
of the invoices being paid, and the details of any deductions. 
“ Voucher index”
A voucher index is an alphabetical record of creditors. I t  may be a 
file of cards upon which the number of the voucher, the amounts paid 
and other information are listed, or of a file of copies of the vouchers. 
“ Voucher record”
A voucher record is a register within which vouchers are entered. 
Usually the following information is entered in columnar form:
1. Number of voucher
2. Date of voucher
3. Creditor’s name
4. Date of payment
5. Check number
6. Amount of check
7. Distribution
Description of a modem accounts-payable voucher system, its opera­
tion and advantages:
The first step in the operation of a voucher system is to assemble 
all of the evidence of the indebtedness, such as the audited invoices, 
copies of the purchase orders, receiving tickets, and other documents 
which show the original authorization, particulars of the settlement, 
final approval and the accounting distribution. These documents are 
then securely attached to the voucher or voucher jacket.
After proper approval, the name of the payee, the dates and amounts 
of the invoices, and the distribution are recorded on the voucher, 
which in turn is entered and spread on the voucher register. If not pre­
numbered, the voucher is now assigned a number from the register.
When the payment date arrives, the voucher with its attached docu­
ments is presented with the check, or voucher check to indicate that 
the invoices contained therein have been recorded and approved for 
payment. After the check has been signed by the treasurer, the voucher 
and its supporting evidence are marked “paid.” The date of the pay­
ment is then entered in the voucher register.
The usual procedure is to prepare the voucher check, with the 
voucher jacket, and one or more copies of the voucher in one typing 
operation. The voucher jacket with its attached documents is filed 
numerically in a paid file and one copy is filed under the payee’s name.
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At the end of the month, a list, showing the number and amount of the 
unpaid vouchers should be made, in order to determine whether the 
total of these vouchers is in agreement with the controlling account 
in the general ledger.
Better accounting control is possible under a voucher system, inas­
much as its routine requires a continuous record from the time the 
order is placed until the time of payment. I t  also provides, in the 
voucher register, a complete record of original entry, and an adequate 
posting medium. Furthermore, it eliminates the need for an accounts- 
payable ledger.
Accounting Theory and Practice—Part I 
MAY 11, 1939, 1:30 P.M. to 7:30 P.M.
No. 1.
E state of J . J . Bullard
Statement Showing the Computation of the Distributable Income 
for the Year Ended December 31, 1938
Income for the year, after all expenses...........................................  $450,000
Add—interest chargeable (at the rate of 6% per annum):
Kathlyn Bullard:
On advance of $150,000.............................................................  $9,000
John Bullard:
On advance of $100,000 .............................................................  6,000 15,000
T otal.........................................................................................  $465,000
Deduct—interest payable (at rate of 6% per annum):
Mary Bullard:
On special bequest of $50,000..  ..............................................  3,000
Balance of distributable net income.................................................  $462,000
Estate of J. J. Bullard
Statement Showing the Amounts Payable to Each Beneficiary 
on December 31, 1938
Shares.....................................
Distributable net income.............
Interest allowed on special be­
quest............................................
Mary Kathlyn Jenny John 
Total Bullard Bullard Bullard Bullard 
¼
$462,000 $231,000 $115,500 $57,750 $57,750 
3,000 3,000 ..............................................
T o t a l . ................
Interest chargeable on advances..
$465,000 $234,000 $115,500 $57,750 $57,750
15,000 9,000 6,000
½ ⅛ ⅛
Amounts payable, December 31, 
1938............................................. $450,000 $234,000 $106,500 $57,750 $51,750
No. 2.
While the problem requires “ the entries which the Universal Patent 
Corporation should make to record the amortized cost of its interest 
in the patent on the date of assignment,” the candidate may work up 
to that entry by giving those which were already on the books.
9
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(1)
Investment—capital stock of General Development Company $300,000
Cash..........................................................................................  $300,000
To record the purchase of 600 shares of capital stock (60%) 
of the General Development Company on January 2, 1938
(2)
Investment—capital stock of General Development Company 46,000
Cash..........................................................................................  46,000
To record the purchase of an additional 100 shares of capital 
stock (10%) of the General Development Company on June 
3 0 , 1938.
On December 31, 1938, the Universal Patent Corporation received 
a dividend of $105,000 (70% of $150,000) from the General Develop­
ment Company. This dividend should be allocated to earnings and to a 
recovery of part of the cost of the investment, somewhat as follows:
Earnings for the six months ended June 30, 1938:  
Surplus account balance:
June 30, 1938..........................................................................  $ 75,000
January 1 , 1938.......................................................................  25,000
Increase in surplus during the six months..............................  $ 50,000  
Proportionate share of earnings of the Universal Patent Cor­
poration (60% of $50,000)..........................................................  $ 30,000
Earnings for the six months ended December 31, 1938:
Surplus, December 31, 1938......................................................  $ 15,000
Add—dividend paid...................................................................  150,000
T otal.....................................................................................  $165,000
Deduct—provision for liquidating expenses............................. 1,000.
Adjusted surplus, December 31, 1938...................................... $164,000
Deduct—surplus, June 30 , 1938 ................................................  75,000
Increase in surplus during the six months..............................  $ 89,000  
Proportionate share of earnings of the Universal Patent Cor­
poration (70% of $89,000)........................................................  62,300
Total, to be allocated to earnings................................................  $ 92,300
(3)
Cash..............................................................................................  $105,000
Profit and loss.........................................................................  $ 92,300
Investment—capital stock of General Development Com­
pany...................................................................................... 12,700
To record the receipt of the dividend from the Universal P at­
ent Corporation, and its allocation between income and in­
vestment cost, per the above computation.
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I t  is readily apparent that the cost of the investment in the General 
Development Company is greatly in excess of the book value of the 
stock of the Universal Patent Corporation as shown by the balance- 
sheets of the latter company. This premium should not be considered 
as a payment for goodwill but as an additional cost of the patent. 
Provision should therefore be made by the Universal Patent Corpora­
tion for the amortization of this additional patent cost. The rate to 
be used should be that used by the General Development Company; 
that is, 10% per annum from January 1, 1938. The necessary com­
putation follows:
Cost of 600 shares purchased on January 2, 1938...................... $300,000
Book value on tha t date:
Capital stock................................................................$100,000
Surplus........................................................................ 25,000
T otal...................................................................  $125,000
60% thereof................................. ...................................  75,000
Additional cost of interest in patent............................................  $225,000
Amortization chargeable to operations for 1938:
(1/10 of $225,000)......................................................................  $ 22,500
Cost of 100 shares purchased on June 30, 1938.........................  $ 46,000
Book value on that date:
Capital stock.............................................................  $100,000
Surplus.......................................................................  75,000
T otal...................................................................  $175,000
10% thereof...........  . 17,500
Additional cost of interest in pa ten t............................................ $ 28,500
Amortization chargeable to operations for 1938:
(1/19 of $28,500)..........................................................................    1,500
Total amortization for 1938..............................................  $ 24,000
As the premium paid (additional cost of the patent) is carried in the 
investment account, the credit for the patent amortization should 
be made to that account.
( 4 )
Profit and loss........................................................................... . $ 24,000
Investment—capital stock of General Development Com­
pany...................................................................................... $ 24,000
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To charge operations with amortization of the additional cost 
of patent, and to reduce the investment by a corresponding 
amount.
(5)
Cash receivable on liquidation...................................................... $42,000
Investment—capital stock of General Development Com­
pany ...................................................................................... $42,000
To record the cash receivable, before February 15, 1939, 
upon the liquidation of the General Development Company 
(exclusive of the pro-rata assignment of the corporation’s 
interest in the patent), as shown below:
Cash................................................................................  $ 40,000
Royalties receivable......................................................  50,000
T otal...................................................................  $ 90,000
Deduct:
Federal income tax payable..................................... $ 25,000
Sundry liabilities..................... ................................  4,000
Liquidation expenses (estimated)...........................  1,000
T otal...................................................................  $ 30,000
N et assets (exclusive of paten t).................................  $ 60,000
70% thereof...............................................................  $ 42,000
At this point, an analysis of the investment account should 
show:
Cost of 600 shares...........................................................................
Cost of 100 shares...........................................................................
Total cost.............................................................................
Deduct:
Liquidating dividend (entry No. 3 )................................... .
Amortization (entry No. 4 ) .......................................................
Liquidating dividend receivable on net assets, other than
patent (entry No. 5 )...............................................................
Balance in the investment account..............................................
300,000
46,000
$346,000
12,700
24,000
42,000 78,700
$267,300
This balance should be transferred to the patent account, as follows:
(6)
P aten t.........................................  ...................................................  $267,300
Investment—capital stock of General Development Com­
pany .................................. ..................................................  $267,300
To transfer the cost of the corporation’s pro-rata interest in 
the patent assigned by the General Development Company.
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No. 3.
Budget
 
Estimates for the Period, July 1,
1937 to June 30, 1938
  Over
Account Charges
Revenues
Credits Estimate
Licenses............................... . . .  $ 50,000 (3) $ 48,000 (9) 
1,280(9)
$ 50,000 $ 49,280 $ 720
Fees..................................... . . .  $100,000(3) 
210 (9)
$101,400 (9)
$100,210 $101,400
Sales.................................... . . .  $ 30,000 (3) $ 29,200 (9) 800
Miscellaneous..................... . . .  $ 10,000 (3) $ 9,400 (9)  600
Total revenues. . . .  $190,210 $189,280
Totals........................ $2,120
$1,190
Under
Estimate
930
$2,120
Administration.........................
Expenditures
$ 330 (10) $ 10,000 (3).
9,450(12)
$ 9,780 $ 10,000 $ 220
Bathing pavilion...................... $ 3,300 (8) $ 65,000 (3)  
2,640 (10)
1,200 (11)
59,160 (12)
$ 66,300 $ 65,000 $1,300
Boating..................................... $ 1,100 (8) $ 25,000 (3)
1,650 (10)
640(11)
21,600 (12)
$ 24,990 $ 25,000 10
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Park maintenance...................  $ 5,720(8) $ 54,000(3)
6,930 (10)
41,000 (12)
$ 53,650 $ 54,000
Interest on bonds....................  $ 5,500 (12) $ 6,000 (3)
Sinking fund requirem ents.. .  $ 20,000 (13) $ 20,000 (3)
Total expenditures___ $180,220 $180,000
Totals........................
Estimates for the Period, July 1, 
1937 to June 30, 1938
Account Charges Credits
Unappropriated Surplus
Unappropriated surplus.......... $ 10,000 (3)
Overestimate of revenues........  $ 930
Underestimate of expenditures 220 
Balance.....................................  8,850
Totals............................ $ 10,000 $ 10,000
500
220
$350
$1,300 $1,300
Over Under 
Estimate Estimate
Key to Transactions 
Budget
(3) To set up the estimated revenues, expenditures, and unappropriated surplus.
(8) To record the other services (labor only) and overhead, paid for by the working 
capital fund.
(9) To record revenues collected during the year, excluding the $500 of advance
payments on licenses, and including the estimated collectible billings of 
licenses (80% of $1,600), and the refund of fees collected ($210).
(10) To record the issuance of supplies from central stores, including 10% overhead.
(11) To record the encumbrances for operating expenses.
(12) To record the payments during the year for payrolls, invoices, and miscellane­
ous, excluding the $500 of accrued interest on bonds sold.
(13) To transfer the amount appropriated to the sinking fund.
General Operating Fund
Transactions from July 1 ,  1937 Balance-sheet
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to June 30, 1938 June 30, 1938
Account Charges Credits Dr. Cr.
Cash.......................................... $ 10,000 (2) 
500(5)
188,500 (9)
$ 7,920(8) 
210 (9)
10,600 (10) 
135,610 (12)
18,000 (13) 
5,000 (14)
Totals........................... . $199,000 $177,340 $21,660
Accounts receivable................ . $ 1,600(9) $ ......... 1,600
Reserve for bad debts............ . $ .......... $ 320 (9) $ 320
Accounts payable..................... $135,610(12) $137,210 (12) 1,600
Accrued interest. . .  ..............
Due to working-capital fund.
$ 500 (12)
7,920 (8) 
10,600 (10) 
5,000 (14)
$ 500 (5)
10,000 (2) 
7,920 (8) 
11,550(10)
Totals.......................... $ 24,020 $ 29,970 5,950
Due to sinking fund................. $ .......... $ 2,000(13) 2,000
Reserve for encumbrances— $ 2,200(8) 
1,840(11)
$......... $ 4,040 4,040
Estimated revenue................ . $190,000(3) 
210 (9) 
320 (9)
$188,000 (9) 
1,600 (9) 
930 (a)
Totals.......................... . $190,530 $190,530
Appropriations...................... . $ 10,120 (8) 
11,550 (10) 
1,840 (11)
136,710 (12) 
20,000 (13)
$180,000 (3) 
220 (b)
Totals.......................... . $180,220 $180,220
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License collected in advance.. $ ............ $ 500 (9) $ 500
Unappropriated surplus..........
Transferred from:
$ 10,000 (3)
Estimated revenue.............. $ 930 (a)
Appropriations..................... 220 (b)
$ 1,150 $ 10,000 8,850
Totals............................ $732,130 $732,130 $23,260 $23,260
Key to Transactions 
General Operating Fund
(2) To record the advance from the working-capital fund.
(3) To record the estimated revenues, expenditures, and unappropriated surplus. 
(5) To record the interest accrued on the bonds sold.
(8) To record the expenditures by the working-capital fund ($10,120) and the
amount paid to that fund in reimbursement ($10,120 less $2,200, or $7,920).
(9) To record the revenues collected during the year ($188,000); the license col­
lected in advance ($500); the refund of fees collected ($210); the licenses 
billed but not collected ($1,600); and the amount reserved for possible losses 
on uncollectible  receivables (20% of $1,600, or $320).
(10) To record the amount of supplies received from the central stores ($11,550),
and the amount paid to the working-capital fund ($10,600).
(11) To record the encumbrances with respect to the bathing pavilion ($1,200) and
the boating ($640).
(12) To record the vouchers approved for payment for payrolls, invoices, and mis­
cellaneous ($137,210), including the accrued interest on the bonds sold 
($500); and to record the payments thereof in the amount of $135,610.
(13) To record the payment to the sinking fund ($18,000) and the unpaid balance
($2,000).
(14) To record the payment of $5,000 to the working-capital fund.
(a) To transfer the uncollectible revenues to unappropriated surplus ($930).
(b) To transfer the overexpended appropriations to unappropriated surplus ($220).
Working-Capital Fund 
Transactions from July 1, 1937 Balance-sheet
Account to June 30, 1938 June 30, 1938
Cash.......................................... $ 50,000 (1) 
34,000 (7) 
7,920(8) 
10,600 (10) 
5,000 (14)
$ 10,000 (2)
36,000 (4) 
18,000 (7) 
9,200 (8) 
20,000 (15) 
2,600 (16) 
1,000 (16)
Totals............................ $107,520 $ 96,800 $10,720
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Due from property fund........ $ 34,000 (7) $ 34,000 (7)
Due from general operating
fund....................................... $ 10,000 (2) $ 7,920(8)
7,920 (8) 10,600 (10)
11,550 (10) 5,000 (14)
Totals............................ $ 29,470 $ 23,520 $5,950
Stores........................................ $ 36,000 (4) $ 14,000 (7)
800 (16) 10,500 (10)
Totals............................ $ 36,800 $ 24,500 12,300
Equipment............................... $ 20,000 (15) $ ............ 20,000
Work in progress..................... $ 2,200(8) $ ............ 2,200
Advance from central govern­
m ent...................................... $ 1,000(16) $ 50,000 (1) $49,000
Overhead.................................. $ 1,000(15) $ 2,000(7)
2,600 (16) 920 (8)
370 (16) 1,050 (10)
Totals........................... $ 3,970 $ 3,970
Reserve for depreciation......... $ ............ $ 1,000(15) 1,000
Surplus:
Stores surplus...................... $ 800 (16)
Overhead surplus................ 370 (16)
Totals............................ $ ............ $ 1,170 1,170
Totals........................ $234,960 $234,960 $51,170 $51,170
Key to Transactions 
Working-Capital Fund
(1) To record the cash advanced by the central government.
(2) To record the transfer of $10,000 to the general operating fund.
(4) To record the purchases of supplies made for the central stores.
(7) To record the additional construction work supplied through this fund, for
labor ($18,000) paid in cash, material ($14,000) from stores, and overhead 
($2,000); and the cash received in reimbursement.
(8) To record other services (labor only) supplied to authority activities ($9,200)
and overhead ($920); the work in progress ($2,200); and the reimbursement 
($7,920).
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(10) To record the supplies issued ($10,500), the overhead ($1,050), and the reim­
bursement of $10,600.
(14) To record the repayment to the working-capital fund on the advance made
to the general operating fund.
(15) To record the purchase of office and general equipment of $20,000, and to
provide for depreciation of 5% thereon ($1,000). N ote: An alternative 
method would be to transfer this equipment to the property fund.
(16) To record the payment of overhead expense ($2,600); to credit surplus account
with the stores ($800) and overhead ($370) surplus; and to record the pay­
ment to the central government of $1,000.
Sinking Fund
Transactions from July 1, 1937 Balance-sheet
Account to June 30, 1938 June 30, 1938
Cash.......................................... $ 18,000 (13) 
300 (13)
$ 18,000(13)
$ 18,300 $ 18,000 $ 300
Investments.............................
Due from general operating 
fund.......................................
Reserve for bond retirements.. 
Surplus......................................
$ 18,000(13)
2,000 (13) 
5,000 (13)
$ 5,000(13)
20,000 (13) 
300 (13)
13,000
2,000
$15,000
300
$ 43,300 $ 43,300 $15,300 $15,300
Key to Transactions 
Sinking Fund
(13) To record the transfer of $18,000 from the general operating fund, the amount 
due from it ($2,000), the purchase of securities ($18,000), the income ($300), 
and the purchase and retirement of securities ($5,000).
Property Fund
Transactions from July 1 ,  1937 Balance-sheet 
Account to June 30, 1938 June 30, 1938
Cash.......... ...............................
Totals............................
Equipment...............................
Bonds payable.........................
$200,000 (5) $156,000 (6) 
34,000 (7)
$ 10,000$200,000 $190,000
$ 16,540 (17) $ ............ 16,540
$ 5,000(13) $200,000 (5) . $195,000
ACCOUNTING—MAY, 1939 19
Improvements.......................... $165,000(6)
1,000 (6)
34,000 (7)
Totals............................ $200,000 $ ........... $200,000
Reserve for uncompleted con­
tracts .....................................  $ ............ $ 10,000 (6) $ 10,000
Due to working-capital fu n d .. $ 34,000 (7) $ 34,000 (7)
Investment in fixed assets— $ 5,000(13) 
16,540 (17)
Totals.......................... $ ............ $ 21,540 21,540
Totals........................  $455,540 $455,540 $226,540 $226,540
Key to Transactions 
Property Fund
(5) To record the issuance of $200,000 of bonds.
(6) To record the letting of contracts in the amount of $165,000, extras ($1,000),
payments thereon ($156,000), and the unpaid balance ($10,000).
(7) To record the payment to the working-capital fund for the amount advanced
by tha t fund for the additional construction work.
(13) To record the retirement of bonds purchased by the authority.
(17) To record the equipment purchased and paid through the general operating
fund.
Note.—Bond issue transactions are recorded in the property fund, as no bond 
fund is provided for in the problem. The National Committee on Municipal Ac­
counting recommends the use of bond funds for the receipt and disbursement of the 
proceeds of bond issues, except special assessment and utility bonds, in order to 
make possible a proper control of expenditures for construction, improvements, etc., 
for which bonds are issued.
No. 4.
Explanatory Adjusting Entries 
(1)
Selling and general expenses.....................................  $ 18,500.00
Instalment accounts receivable......................... $
To charge off the worthless instalment accounts 
receivable.
(2)
Selling and general expenses.....................................  1,500.00
Reserve for bad debts..........................................
To increase the reserve for bad debts from 
$27,000 to $28,500, the amount considered to be 
adequate.
18,500.00
1,500.00
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(3)
Selling and general expenses.....................................  $ 1,465.00
Reserve for collection expenses..........................  $ 1,465.00
To increase the reserve for collection expenses to 
1½% of the instalment accounts receivable, after 
deducting the reserve for doubtful debts, as fol­
lows:
Instalment accounts receivable, per the books. . . .  1,078,000.00
Deduct:
Worthless accounts written off.............................  18,500.00
Reserve for bad debts............................................  28,500.00 47,000.00
Remainder.................................................................... $1,031,000.00
1½ % thereof................................................................ $ 15,465.00
Reserve, per books...................................................... 14,000.00
Additional provision...................................................  $ 1,465.00
I t  will also be necessary to adjust the reserve for collection expenses, as of January 
1, 1937, as the problem states tha t the reserve a t that date had not been correctly 
computed. The computation to determine the amount of the adjustment follows:
Instalment accounts receivable a t December 31, 
1937, per the books................................................
Add:
Accounts written off in 1937.................................
Collections during 1937..........................................
T otal...............................................
Deduct:
Instalment sales during 1937..............
Reserve for bad debts, January 1 , 1937
N et amount of instalment accounts receivable, 
January 1, 1937.......................................................
1½ % thereof...............................................................
Reserve, per books......................................................
Additional amount required......................................
$1,078,000.00
$ 6,400.00
1,091,600.00 1,098,000.00
$2,176,000.00
$1,068,750.00
27,000.00 1,095,750.00
$1,080,250.00
$ 16,203.75
14,000.00
2,203.75
(4)
Surplus.........................................................................  $ 2,203.75
Selling and general expenses.............................. $
To charge surplus (prior year’s profits) with the 
amount necessary to bring the reserve for collec­
tion expenses up to 1½ % of the net amount of 
instalment accounts receivable a t January 1,
1937.
2,203.75
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(5)
Federal income ta x .....................................................  $ 18,477.44
Reserve for contingencies..................................  $
To provide for federal income tax, based upon 
the profits, per the books, as follows:
Profit, per the books as adjusted, 
before federal income taxes. . .  $133,120.00
Less surplus adjustment (entry 
No. 4 )........................................ 2,203.75
18,477.44
Profits, as adjusted.....................  $130,916.25
Computation of tax:
On first $40,000.00 $ 4,840.00
On bal­
ance of 90,916.25 (at 15%) 13,637.44
Totals $130,916.25 $ 18,477.44
(6)
Reserve for contingencies........................................... $ 22,317.01
Federal income tax payable............................... $
To reduce the reserve for contingencies by the 
amount of the federal income tax actually pay­
able for the year ended December 31, 1937 (Per 
schedule I).
(7)
Reserve for contingencies........................................... 71,160.43
Reserve for federal income taxes payable upon
the collection of the outstanding instalment 
accounts receivable.........................................
To transfer the balance in the reserve for con­
tingencies.
22,317.01
71,160.43
Schedule I
H ousehold Furnishings Corporation
Computation of Federal Income Taxes Payable (on the Instalment Basis) 
for the Year Ended December 31, 1937
Gross profit on instalments collected during the year 1937:
Collections Gross Profit
Year
1934.....................
-  1935.....................
1936 .....................
1937 .....................
Amount
3,600.00
58,000.00
210,000.00
820,000.00
Rate Amount 
49 .0%  $ 1,764.00 
48.0 27,840.00
46.5 97,650.00
46.9 384,580.00
T otals.........$1,091,600.00 $511,834.00 $511,834.00
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Gross profit on cash sales for the year 1937:
Sales......................................................  $ 56,250.00
Less cost of sales.................................  37,662.50
Total gross profit........................................
Deduct:
Selling and general expenses, per books $367,450.00 
Less losses on repossessed goods written
off..........................................................  5,100.00 $362,350.00
Loss on repossessed goods:
Repossessions Cost
 
Year Amount Rate Amount
1934.................. . .  $ 3,500.00 51.0% $ 1,785.00
1935................. 1,500.00 52.0 780.00
1936................. 800.00 53.5 428.00
1937................. 600.00 53.1 318.60
T ota ls.. . . ..  $ 6,400.00 $ 3,311.60
Less value of repossessed goods........  1,300.00
Loss on uncollectible accounts:
Cost
Year Amount Rate Amount
1934................. . .  $ 12,000.00 51.0% $ 6,120.00
1935................. 3,000.00 52.0 1,560.00
1936................. 2,000.00 53.5 1,070.00
1937................. 1,500.00 53.1 796.50
Totals. . . .  $ 18,500.00 $ 9,546.50
Total deductions.................................................
N et taxable income on the instalment basis...................
$ 18,587.50
$530,421.50
$373,908.10
$156,513.40
Computation of tax:
On the first.........$ 40,000.00 $ 4,840.00
On balance o f. . .  116,513.40 (at 15%) 17,477.01
Totals..........$ 156,513.40 $22,317.01
I t  is assumed that the company is entitled to a tax deduction in 1937 in respect of 
the loss on the $18,500.00 of accounts written off at December 3 1 , 1937, and that no 
present recovery value exists on these accounts in the form of merchandise which
can be repossessed. If such deduction is not allowable, taxable income is $166,059.90 
and tax is $23,748.99.
No income-tax deductions for additions to reserves for bad debts or collection 
expenses are allowable to corporations using the instalment sales method.
In connection with the adequacy of the bad debt reserve, it is noted that receivable 
balances on December 31, 1937, arising from sales made prior to January 1, 1937, 
are three times as large as the collections during 1937 on such accounts, viz.:
Total receivables, December 31, 1937, per balance-sheet. $1,059,500
Deduct 1937 accounts:
Sales on account, 1937....................................................... $1,068,750
Less:
Collections...................................................... $820,000
Repossessions.................................................  600
Charge-offs.....................................................  1,500 822,100 246,650
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Receivables arising prior to 1937.......................................... $ 812,850
Collections during 1937 on “ prior” accounts..................... $ 271,600
This situation indicates an excessively slow condition in the receivables.
Household Furnishings Corporation 
Balance-sheet—December 31, 1937
Assets
Current assets:
Cash...................... ...................................................  $ 83,000.00
Instalment accounts receivable
(see note).................................. $1,059,500.00
Less:
Reserve for bad 
debts...............  $28,500.00
Reserve for col­
lection expenses 15,465.00 43,965.00 1,015,535.00
Merchandise inventory........................................... 160,000.00
Total current assets........................................
Sundry advances.........................................................
Prepaid expenses.........................................................
Fixed assets:
Furniture and fixtures............................................  $ 15,000.00
Delivery equipment................................................  12,000.00
$ 27,000.00
Less reserve for depreciation................................. 6,300.00
Improvements to leasehold.......................................  $ 8,600.00
Reserve for amortization...........................................  3,100.00
$1,258,535.00
7,000.00
4,900.00
20,700.00
5,500.00
$1,296,635.00
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Liabilities and Net Worth
Current liabilities:
Accounts payable....................................................  $
Federal income taxes..............................................
92,400.00
22,317.01
Total current liabilities..................................
Reserve for federal income taxes payable upon the 
collection of outstanding instalment accounts 
receivable.................................................................
N et worth:
Capital stock............................................................ $ 800,000.00
Earned surplus........................................................  310,757.56
114,717.01
71,160.43
Total net worth............................................... 1,110,757.56
$1,296,635.00
N otes: Household goods are sold on the instalment plan for periods ranging from 
12 to 18 months. The amount of receivables maturing after 12 months classified 
under current assets is not known. Instalment accounts receivable include balances 
of $812,850.00 arising from sales made prior to January 1, 1937.
In  the opinion of the management, the reserve for bad debts is adequate.
Household Furnishings Corporation
Statement of Profit and Loss for the Year Ended December 31, 1937
Sales........................................................
Cost of sales...........................................
Instalment Cash
Sales Sales
$1,068,750.00 $56,250.00 
567,506.25 37,662.50
Total
$1,125,000.00
605,168.75
Gross profit............................................ 501,243.75 $18,587.50 $ 519,831.25
Selling and general expenses................ 386,711.25
N et profit before federal income taxes 
Provision for federal income taxes........
$ 133,120.00 
18,477.44
N et income............................................. $ 114,642.56
N ote: The income-tax provision is based on the profits per the books; the com­
pany files its returns and pays its taxes on the basis of gross profits realized on col­
lections of instalment receivables.
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Commercial Law 
MAY 12, 1939, 9 A.M. to 12:30 P.M.
Group I
No. 1.
Y may require that X  apply Y’s payment to the items specified by 
Y at the time of the payment. By the weight of authority, a debtor 
has the right to designate to what items his payments should be ap­
plied. I t  is important that a debtor should have this right, because by 
exercising it he can force a creditor to take some action on items which 
would soon be barred by the statute of limitations. If the debtor does 
not specify the items against which he wishes his payment applied, 
the creditor may apply the payment as he sees fit. In that case the 
creditor X  must make his choice within a reasonable time. Under the 
circumstances set forth in this question, the creditor X  should give 
notice by showing on the next monthly statement to Y the disposition 
which he has made of the previous payment.
No. 2.
F, G, and H can be held personally liable on the lease and other con­
tracts made in April. The liability would be joint and several, as is 
the case with partners. The failure to file a certificate of incorporation 
would prevent the formation of a de jure corporation, and by the 
weight of authority it would be held to prevent the formation of a 
de facto corporation. In order to gain the freedom from personal liability 
accorded to the shareholders of a corporation, there must at least 
have been a fairly complete compliance with the ordinary requirements 
of incorporation. The filing of a certificate is such a requirement, and 
it would therefore probably be held that no de facto corporation had 
been formed, despite the use of the corporate name in the signing of the 
lease and contracts. F would be personally liable, as well as G and H, 
even though his name did not appear on the contracts, because he 
was engaged with the other two in a joint business enterprise.
No. 3.
A general agent, like any other agent, may renounce his agency 
without incurring legal liability only when such action violates no 
contractual obligation of the agent to his principal. Agency is a fidu­
ciary relationship based upon contract; and if the contract provides 
that the agent shall serve for a certain period of time, the agent may 
not terminate his services before that time without being liable in
26
COMMERCIAL LAW—MAY, 1939 27
damages to his principal. If the agency is indefinite in duration, the 
agent may renounce upon giving reasonable notice. Because the ordi­
nary agency involves personal services a court usually will not order 
specific performance of the contract of agency; but the agent must 
respond in damages to his principal for any breach of the contract. 
No. 4.
Brown cannot recover from Black on this note. The purported 
change in place of payment amounted to a material alteration of the 
note, according to the express provisions of the negotiable-instruments 
law, and the same law provides that the effect of a material alteration 
is to relieve from liability on the note all parties to the note prior to 
the alteration who did not assent to the alteration.
Brown was not a holder in due course even though he purchased the 
note before maturity as he was charged with constructive notice of 
the alteration, partly because the name of the bank appeared in 
printed letters (and thus was different from the body of the hand­
written note) and partly because if the address given were the address 
of the bank the name of the bank would appear above the address. 
Brown was therefore put on notice that the note was irregular, and he 
would not receive the protection given to a holder in due course.
No. 5.
“ A partnership is an association of two or more persons to carry on 
as co-owners a business for profit,” according to the definition of a 
partnership set forth in the uniform-partnership act. Among the more 
important characteristics of a partnership are: (1) the relationship 
between partners is based on a contract; (2) each partner is an agent 
for each of the other partners within the apparent scope of the part­
nership business; (3) the relationship between the partners is a fidu­
ciary relationship of trust and confidence; (4) each partner is personally 
liable for all of the debts of the partnership; (5) a partnership implies 
the sharing of profits and losses of the enterprise; (6) no new partner 
can be admitted to the partnership without the consent of all partners; 
and (7) the death or retirement of one partner automatically dissolves 
the partnership.
Group II
No. 6.
X cannot successfully attack the validity of the contract on the 
ground of usury, because usury applies only to the lending of money,
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and on the facts of this case, credit was extended but there was no 
loan of money. Considerations other than the interest return on the 
amount of the indebtedness—such as possible market fluctuations, need 
for current funds, etc.—may have properly prompted a lower cash price. 
No. 7.
The collection agency, being a foreign corporation, would not be 
permitted to maintain an action in the New York courts because the 
corporation has not qualified to do business in New York, yet has 
engaged in business within the state. I  am assuming that the New York 
statute, like most state statutes, forbids the bringing of an action in 
the state courts by a foreign corporation which is doing business 
in the state unless certain fees have been paid and certain papers filed. 
The employment of a staff of salesmen in New York, presumably 
engaged in making collections, would constitute doing business in the 
state, although the maintenance of an office and a bank account in 
the state would not necessarily establish that the corporation was 
doing business within the state. The fact that the contract with the 
client purported to have been made in Missouri does not establish 
that the agency was doing only an interstate business subject to the 
protection of the commerce clause.
No. 8.
A contract of sale is a contract whereby the seller agrees to transfer 
title to goods to the buyer for a consideration called the price. The 
emphasis is upon the passage of title to goods.
In a contract for work, labor, and services, the emphasis is upon the 
labor performed rather than upon the passage of title to goods. Some 
courts hold that a contract for special goods not ordinarily manufac­
tured by the seller is a contract for services rather than for the sale 
of goods. The principal importance of distinguishing between these 
contracts is that different provisions of the statute of frauds apply 
to them. A contract of sale must be in writing if the price of the goods 
sold is over a specified minimum. A contract for work, labor, and serv­
ices must be in writing if it is not to be performed within a stated period 
of time, usually a year, specified in the local statute.
No. 9.
In most jurisdictions a trustee is not permitted to invest trust funds 
in stock unless the will gives such power. Assuming that the will so 
provides, the trustee should be guided by the following considerations:
The trustee has a duty to conserve the principal of the trust estate, 
and must use the judgment of a reasonable man in his fiduciary position 
in determining whether or not to exercise the stock rights. Under the 
decisions of most states if the stock itself is principal, the rights arising 
out of the stock are also said to belong to the principal of the trust 
rather than to the income. Any gain on a sale of stock rights is an in­
crease in principal and not of income, notwithstanding its taxability 
under income-tax statutes; and any loss on a sale of rights is chargeable 
to principal. The trustee must keep careful records to enable him to 
determine the basis for gain or loss on the subsequent sale or other dis­
position of any of the new stock.
No. 10.
A purchase-money mortgage is a lien on real estate given by the 
purchaser of the real estate to the seller thereof as security for the pay­
ment of the balance of the price. For example, X sells land to Y for 
$15,000, Y paying $5,000 in cash and giving a purchase-money mort­
gage for $10,000 as security to X for the payment of the balance.
The seller of the real estate becomes the mortgagee.
The mortgagor, in some states, continues to have title to the mort­
gaged real estate, but this title is subject to a lien to the extent of the 
secured debt. In other states, the mortgagee has title to the property 
while the mortgagor has a reversionary interest conditional upon 
payment of the amount for which the mortgage was given as security.   
The mortgagor may give other mortgages subsequent to the prior 
lien of the purchase-money mortgage, and he may sell the land subject  
to these mortgages. The mortgagor has the right to have the mortgage 
canceled when he pays to the mortgagee the debt for which the 
mortgage is the security. If the mortgagor fails to pay the mortgage 
debt at its maturity, he has an equity of redemption which enables 
him, within a time specified by statute, to reacquire the property by 
the payment of the debt interest and other charges.
The mortgagee has a personal claim against the mortgagor for the 
mortgage debt, and if the mortgagor does not pay it at maturity, the 
mortgagee has the right through foreclosure proceedings to have the 
land sold and the debt paid out of the proceeds.
No. 11.
(a) The relation between a bank and its depositors is that of debtor 
and creditor. The bank is the debtor and each depositor is a 
creditor of the bank.
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(b) The promise would not be held to be subject to the statute of
frauds as the promise was not a promise made to a creditor to 
answer for the debt of another.
(c) The provision of the statute of frauds which might have been
considered applicable would have been the one requiring a 
written contract for a special promise to answer for the debt, 
default, or miscarriage of any other person.
No. 12.
The principles involved are those concerning liens as security for the 
payment of rent. The landlord of the office building has no lien at 
common law although certain states by statute give a landlord a lien 
on the chattels of his tenant, and it is also sometimes held that a lien 
may be created by express provisions of the lease. At common law, 
however, the landlord has the right of distress for unpaid rent, and so 
may seize certain chattels and hold them until the rent is paid. The 
hotel has an innkeeper’s lien and may prevent the removal of any 
property belonging to the occupant of the rooms until the rent has 
been paid.
Accounting Theory and Practice—Part II 
MAY 12, 1939, 1:30 P.M. to 7:30 P.M.
No. 1.
(1) The thousand shares of X Manufacturing stock which were re­
ceived as a dividend on the investment in the common stock of Y 
Corporation is not a stock dividend. The client may take it up on the 
basis of the stock-market quotation of $100,000. However, it might 
be well to advise him to follow the more conservative practice of 
valuing the stock at $50 per share, which was the amount charged 
by the paying corporation to its surplus account. The corresponding 
credit should be to income. For tax purposes, the fair market value of 
$100,000 would have to be used.
(2) The preferred dividend of a 100 additional shares of common 
stock of A Corporation is a stock dividend, and the agreement with 
the New York Stock Exchange should be observed. This agreement 
requires that the dividend should be recorded at the lower of (a) the 
market value on the day the dividend was received, or (b) at the 
amount per share charged to the surplus account by the company 
which paid the dividend. For tax purposes, the dividend should be re­
ported on the basis of the fair market value of the stock on the day 
of its receipt.
(3) The dividend receivable at the option of the shareholder in cash 
or in preferred stock of the paying company should be recorded at an 
amount equal to the cash which would have been received had the 
trust elected to accept cash. In all probability the market value of the 
preferred stock was greater than the amount of cash which would 
otherwise have been received. If this is so, the market value on the 
date of receipt would have to be reported for tax purposes.
No. 2.
A Department Store
Merchandise Inventory of Glove Department—December 31, 1937
Cost Retail
Opening inventory, July 1, 1937................................................... $ 54,360 $ 90,600
Purchases:
Recorded......................................................................................  160,800 277,900
Unrecorded—50 doz. pairs costing $3.75 per pair—retail
$6.00 per pa ir..........................................................................  2,250 3,600
Additional markup—425 doz. pairs a t $18.00 per doz.............. 7,650
Totals...................................................................................  $217,410 $379,750
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Ratio of cost to retail 57.25%
Deduct markdowns:
Sundry—(as listed in problem)................................................. $ 11,500
274 doz. pairs a t $9.00 per doz.................................................. 2,466 $ 13,966
Remainder........................................................................................ $365,784
N et sales........................................................................................... 268,500
Inventory a t retail...........................................................................  $ 97,284
(a) The amount of the stock shortage a t retail:  
Inventory a t retail as shown above.........................................  $ 97,284
Physical inventory a t retail......................................................  94,500
Stock shortage a t retail...................................................... $ 2,784
(b) The value a t which the closing inventory should be carried
on the balance-sheet:
(57.25% of $94,500)...................................................................  $54,101
(c) The cost of sales for the six months ended December 31,
1937:
Cost of sales as shown above............................ .......................  $217,410
Less—closing inventory a t cost (see (b) above)......................... 54,101
Cost of sa les........................................................................ $163,309
No. 3
(a)
Entries To Be Made by Company A on January 1, 1938
As all of the liabilities arising under the contract with Company B 
are contingent upon the production of oil, with the exception of the land 
rentals of $75,000 per annum, only one entry is necessary, as shown 
below. The more conservative practice of charging this item to expense 
is followed, rather than capitalizing it as a part of the cost of the prop­
erty.
Rental expense............................................................................  $75,000
Accrued rentals...................................................................  $75,000
To set up the accrued rentals for the year ended December
31 , 1938, which rentals are payable in advance, and are due
January 1, 1938.
(b)
Company A
Statement of Gross Profit or Loss on Crude Oil Produced and Sold 
During the Year Ended December 31, 1938
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Sales (87½ %  of 648,000 barrels at $1.00 per barrel)............  $567,000
Deduct—Production cost of oil sold: (see note)
Land rental..............................................................................  $ 75,000
Cost of producing and handling (40(5 per barrel)..................  226,800
Depletion (30(5 per barrel)......................................................  170,100
Apportioned amount of the lease (33⅓¢ per barrel).........  189,000
Total production cost of oil sold................................... 660,900
Gross loss before selling and general expenses........................ $ 93,900 *
The base used in determining the charge to be made for depletion 
is the 2,400,000 gross barrels of oil underground capable of being 
produced from the wells existing at December 31 , 1938, and not on the 
basis of the cost to develop the entire field, which has estimated oil 
reserves amounting to 8,000,000 gross barrels. The same base is also 
used in apportioning the amount of the purchase price chargeable 
against production costs for the year ended December 31, 1938. 
The computations are as follows:
Apportionment of 
Depletion Purchase Price
Oil underground capable of being pro­
duced from wells existing on December
31, 1938 ....................................................  2,400,000 barrels 2,400,000 barrels
Company A’s share—87½ % .....................
Cost of development...................................
Cost of lease.................................................
Cost per barrel of Company A’s sh a re .. .
Total cost on 567,000 barrels sold............
2,100,000 “
$630,000
2,100,000 “
30(5
$170,100
$700,000
33⅓¢
$189,000
If the lease is not to be abandoned, the purchase price of $700,000 
should be apportioned over the entire oil supply ultimately available 
to Company A. The charge per barrel would be reduced to (87½ %
* Indicates red.
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of 8,000,000 barrels or 7,000,000 barrels) 10¢ per barrel. The charge 
applicable to the 1938 operations would then be reduced from $189,000 
to $56,700, with a corresponding change from a gross loss of $93,900 
to a gross profit of $38,400.
If the purchase price is charged off at the rate of 10¢ per barrel for 
the year 1938, the amount to be written off in later years for any of the 
five alternatives shown (see (c) below) would be $132,300 more. How­
ever, this is not of such consequence to affect any decision concerning 
the best policy to adopt.
In statement (c), the 1,533,000 barrels applicable to the first nine 
years and the 4,900,000 applicable to the last ten years was ascertained
as follows:
Oil underground capable of being produced from the wells ex­
isting on December 31, 1938 .....................................................  2,400,000 barrels
Available to Company A, 87    2,100,000 “
Deduct sales during year 1938 ...................................................... 567,000 “
Company A’s share for the next nine years...........................  1,533,000 “
Total oil reserves that could be produced during the life of the 
lease..............................................................................................  8,000,000 barrels
Available to Company A, 87½ % .................................................
Deduct sales for first ten years.....................................................
Available to Company A for last ten years................................
7,000,000 “
2,100,000 “
4,900,000 “
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No. 4.
Brown and Black 
Explanatory Journal Entries
(1)
Real E state......................................................................................  $150,000
Smith................................................................ .......................
To record the purchase of certain real estate on which two 
buildings had been erected. The mortgage of $120,000 is to be 
paid by Smith.
(2)
Smith.................................. .............................................................  1,000
Brown.......................................................................................
To record the earnest money advanced by Brown to close the 
deal on February 15, 1938.
(3)
Jones.................................................................................................  109,000
Real E state ..............................................................................
To record the sale of two-thirds of the property to Jones on 
January 2 ,  1938.
(4)
Sm ith................................................................................................  120,000
X  Insurance Co..................................................... . ................
To record the mortgage of $120,000 on the property held by 
the X  Insurance Co.
(5)  
Real E state......................................................................................  330
Y Trust Co...............................................................................
To record additional costs to be paid by the purchaser as
follows:
Revenue stamps....................................................  $ 150
Traveling expense.................................................  128
Telephone and telegrams......................................  52
T o ta l...................................................................  $ 330
(6)
Smith............................................................................  ................  17,800
Y Trust Co...............................................................................
Accrued Taxes 1935, 1936, and 1937...................................
To charge Smith with the taxes for the years 1935, 1936, and 
1937, as shown below and to credit the Y Trust Co. for its 
payment of $10,890, representing 90% of the 1935 and 1936 
taxes:
1935 ...........................................................................  $ 6,400
1936 ...........................................................................  5,700
1937 ...........................................................................  5,700
T otal.....................................................................  $17,800
$150,000
1,000
109,000
120,000
330
10,890
6,910
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Less payment by Y Trust Co................................ $10,890
Held in escrow for balance of taxes by Y Trust
Co......................................................................  $ 6,910
(7)
Smith................................................................................................  $ 1,764
Y Trust Company.............................. ..................................
To charge Smith with the expenses incident to title search 
and guarantee as follows:
Title search..............................................................  $ 1,364
Title guarantee policy............................................. 400
1,764
$ 1,764
(8)
Smith..................   6,400
Expense incident to sale of property..........................................  400
Interest expense..............................................................................  200
X  Insurance Co.......................................................................
To charge Smith with interest accrued to December 3 1 , 1937, 
and to apportion interest for the period from January 1, to 
February 15, 1938, to the property sold and the property 
operated, in the ratio of ⅔  and ⅓ .
(Note.—The $600 of interest on the $120,000 mortgage 
which Brown and Black must bear should not be charged in 
full against the operations for the year, since the property 
operated represented only one-third of the total property 
acquired. The $400 is properly chargeable against the 
profit on the sale to Jones as representing the cost of the 
capital necessarily tied up in the deal.)
7,000  
(9)
X  Insurance Co...............................................................................  37,800
Smith........................................................................................
Jones.........................................................................................
Rental income..........................................................................
To record the rental income as follows:
For year 1937 (to be credited to Smith, the seller) $32,400 
From January 1, 1938, to February 28,
32,400
3,600
1,800
1938.........................................................  $5,400
⅔  of $5,400 to Jones..........................................  3,600
of $5,400 to operations...................................  1,800
$37,800
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(10)
Smith................................................................................................  $11,596
Jones...........................................................................  .................... 660
Operating expense...........................................................................  330
X  Insurance Co.......................................................................
To charge operating expenses for the year 1937 to
Smith........................................................................  $11,596
To charge operating expenses for the period
January 1 , 1938, to February 28 , 1938, as 
shown below:.............................. $ 990
$ 12,586
⅔  of $990 to Jones.............................................  660
⅓  of $990 to operations..................................... 330
$12,586
(11)
X  Insurance Co...............................................................................
Y Trust Co...............................................................................
To record the settlement by Y Trust Co. per the account 
rendered.
(12)
Y Trust Co.......................................................................................
Jones.........................................................................................
Mortgage—Y  Trust Co...........................................................
To record the settlement of the purchase price by Jones and 
the proceeds of the mortgage (on the remaining one-third) 
given to Y Trust Co.
(13)
Jones.................................................................................................
Smith................................................................................................
Cash..................................................................................................
Y Trust Co...............................................................................
To record the final statement by the Y Trust Co.
101,786
101,786
151,000
109,000
42,000
2,940
23,840
2,540
29,320
(14)
Cash.................................................................................................. 9,000
Rental income.........................................................................
To record the receipt of rentals from March 1, 1938, to De­
cember 31, 1938.
(15)
Operating expense........................................................................... 2,700
Cash..........................................................................................
To record the payment of expenses from the period February 
15, 1938, to December 31, 1938.
9,000
2,700
39
840
$ 840
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(16)
Interest expense..............................................................................  $
Cash..........................................................................................
To record the payment of interest on the $42,000 mortgage, 
a t the rate of 4% per annum for the six months ended Au­
gust 15, 1938.
(17)
Interest expense..............................................................................
Accrued interest.......................................................................
To accrue the interest on the $42,000 mortgage, a t the rate 
of 4% per annum for the 4½  months from August 15, 1938, 
to December 31, 1938.
(18)
Accrued taxes.......................................................................... .......
Y Trust Co...............................................................................
To record the payment of the 1937 taxes.
630
630
6,000
6,000
(19)
Real estate.......................................................................................  300
Accrued taxes...........................................................................
To charge real estate with the excess of the amount paid 
($6,000) for the 1937 taxes over the amount originally ac­
crued ($5,700).
(20)
Accrued taxes..................................................................................  1,210
Y Trust Co...............................................................................
Real estate...............................................................................
To record the settlement of the 1935 and 1936 taxes a t a re­
duction of 9% and to credit real estate for the amount of the 
net saving shown below:
Taxes charged to real estate:
300
121
1,089
1935 ........................................................................... $ 6,400
1936 ...................................................................... 5,700
$12,100
90% paid by the Y Trust Co................................  10,890
Remainder...........................................................  $ 1,210
Y Trust Co. paid a total of (100% minus 9%)
91%, or an additional payment of 1% of
$1,210...................................................................  121
Leaving a net saving to be deducted from the
cost of real estate.........................................  $ 1,089
(21)
Cash..................................................................................................  789
Y Trust Co...............................................................................
To record the refund of excess tax deposit by the Y Trust 
Co.
789
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(22)
Cost of alterations..........................................................................  $ 2,500
Cash..........................................................................................
To record the cost of alterations made for a new tenant who 
took a  five-year lease beginning July 1.
(23)
Operating expense........................................................................... 250
Cost of alterations................................................. ..................
To amortize 1/10 of the cost of alterations on the five-year 
lease for the period from July 1 , 1938, to December 31 , 1938.
(24)
Cash..................................................................................................  1,000
Rent paid in advance.............................................................
To record the deposit covering rental for the last eight 
months to June 3 0 , 1943, a t the rate of $125 per month.
(25)
Operating expense........................................................................... 1,050
Cash..........................................................................................
To record the management salary to Black for the 10½  
months from February 15, 1938, to December 31, 1938, a t 
the rate of $100 per month.
(26)
Cash..................................................................................................  52,000
Real estate...............................................................................
To record the sale of the remaining of the property on 
December 31 , 1938, for cash; Brown and Black are to assume 
all encumbrances including the 1938 taxes.
2,500
250
1,000
1,050
52,000
(27)
Mortgage—Y  Trust Co..................................................................
Accrued interest..............................................................................
Rent paid in advance............................................ .........................
Operating expense—1938 taxes....................................................
Cash.......................................................... ..............................
To record the settlement of encumbrances on real estate, 
including 1938 taxes a t the 1937 rate, by depositing the 
amount of such encumbrances with the Y Trust Co.
42,000
630
1,000
2,000
45,630
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Brown and Black
Work Sheet—Year Ended December 31, 1938
Transactions
Profit and Loss
December 31, 1938
Debit
. . .  $150,000.00 ( 1) 
330.00 ( 5) 
300.00(19) 
1,000.00 ( 2) 
120,000.00 ( 4) 
17,800.00 ( 6) 
1,764.00( 7) 
6,400.00 ( 8) 
11,596.00(10) 
23,840.00(13)
Brown.........................
Jones............................ 109,000.00 ( 3)
660.00(10)
2,940.00 (13)
X  Insurance Co......... 37,800.00 ( 9)
101,786.00 (11)
Y  Trust Co................. 151,000.00(12)
Real estate.
Sm ith.........
Credit
$109,000.00 ( 3) 
1,089.00(20) 
52,000.00(26) 
150,000.00 ( 1) 
32,400.00 ( 9)
On sale 
$11,459.00
On
Operations Cash
Partners’ Accounts
Brown Black
1,000.00 ( 2) 
3,600.00 ( 9)
109,000.00(12)
120,000.00( 4) 
7,000.00 ( 8) 
12,586.00(10) 
330.00 ( 5) 
10,890.00 ( 6) 
1,764.00 ( 7)
101,786.00(11)
29,320.00(13)
6,000.00(18)
121.00(20)
789.00(21)
$1,000.00
Rent paid in advance 1,000.00(27) 1,000.00(24)
Accrued taxes............ 6,000.00(18) 6,910.00 ( 6)
1,210.00(20) 300.00 (19)
Interest expense. . . . 200.00 ( 8)
840.00(16) ■ $ 1,670.00*
630.00(17)
Expense incident to
sale of property.. 400.00 ( 8) 400.00*
Operating expense.. 330.00 (10)
2,700.00(15)
250.00(23) 6,330.00*
1,050.00 (25)
2,000.00 (27)
Rental income.......... 1,800.00 ( 9) 10,800.00
9,000.00(14)
Mortgage—Y  Trust
Co............................. 42,000.00 (27) 42,000.00(12)
Cash............................. 2,540.00(13) 2,700.00(15)
9,000.00 (14) 840.00(16)
789.00(21) 2,500.00(22)
1,000.00(24) 1,050.00(25)
52,000.00 (26) 45,630.00(27)
Accrued interest----- 630.00(27) 630.00 (17)
Cost of alterations. . 2,500.00 (22) 250.00(23) 2,250.00*
$12,609.00
$863,285.00 $863,285.00
Profit on sale............
Profit on operations.
Balances—cash and 
partners’ accounts
$ 8,809.00
$ 2,800.00
4,404.50 $4,404.50  
1,400.00 1,400.00
$12,609.00 $6,804.50 $5,804.50
* Deductions.
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Brown and Black
(1) Statement of Profit and Loss, Showing Separately the Profit or Loss on the 
Sale and on the Operation of the Property for the Year Ended December 3 1 , 1938. 
Profit on the operation of the property:
Rental income...........................................................  $ 10,800
Deduct expenses:
Interest...................................................................
Taxes......................................................................
Amortization of improvements...........................
Management salary—Black................................
All other expenses..................................................
1,670
2,000
250
1,050
3,030
Total expenses................................................... 8,000
N et income on operation of property...........
Profit on sale of property:
Proceeds:
First parcel.............................................................
Second parcel.........................................................
$ 2,800
$109,000
52,000
$161,000
Cost:  
Purchase price.......................................................  $150,000
Add:
Costs incident to purchase................................ 330
Interest applicable to property sold................. 400
Alterations unamortized................................... 2,250
Less—Adjustment of taxes assumed—net..........
$152,980
789  152,191
Profit on sale of property..................................  8,809
Total net profit for the year ended December 31,
1938............................................................................. $11,609
Note.—No depreciation on building was charged against property operation, 
because of lack of information as to building cost and remaining life from January 
1 ,  1938. Such a charge, if made, would decrease operating profit and increase profit 
on sales.
Brown and Black
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(2) Statement of Receipts and Disbursements and Final Distribution of Cash to the 
Two Partners for the Year Ended December 31, 1938
Receipts:
Advanced by Brown...........................................................
Final settlement of Y Trust Co........................................
Rental deposit.....................................................................
Rentals collected for the year 1938..................................
Refund of tax deposit.........................................................
Sales price of property.......................................................
$ 1,000.00 
2,540.00 
1,000.00 
9,000.00 
789.00 
52,000.00
Total receipts...............................................................
Disbursements:
Alterations...........................................................................
Operating expenses.............................................................
Interest.................................................................................
Management salary............................................................
Paid to Smith as earnest money.........................................
Deposit with Y Trust Co. to pay encumbrances:
$ 2,500.00 
2,700.00 
840.00 
1,050.00 
1,000.00
$66,329.00
Mortgage....................................................  $42,000.00
Accrued interest......................  630.00
Rental deposit...........................................  1,000.00
Accrued taxes for 1938 ............................  2,000.00 45,630.00
Total disbursements.................................................... $53,720.00
Cash balance, December 31, 1938........................................ $12,609.00
Distributed as follows:
Capital contribution.....................................
Share of profit................................................
Brown Black Total 
$ 1,000.00 $ 1,000.00
5,804.50 $ 5,804.50 11,609.00
T otal....................................................... $ 6,804.50 $ 5,804.50 $12,609.00
Answers to Examinations of November, 1939
Auditing
NOVEMBER 16, 1939, 9:00 A.M. to 12:30 P.M.
No. 1.
The answer to this question will depend upon the custom and ac­
counting procedures within the industry and, particularly, the ex­
perience of the client with such transactions.
If the payment or the acceptance of the drafts represents a relatively 
low percentage of those drawn, it would be better to carry the goods in 
transit as a part of inventory until the draft is paid or accepted, or until 
title has passed to the customer.
If, on the other hand, most of such transactions are ordinarily paid 
or accepted by the customers, the following would apply:
(1) Those drafts which, in all probability, will be honored, should be
shown separately, under the current receivables caption.
(2) Those, concerning which there may be some reasonable doubt,
may be shown separately under the current receivable cap­
tion, after providing a reserve for possible loss which may arise 
from the sale of the goods to others or from the return of 
them to stock.
(3) Those, concerning which there is considerable doubt, should be
shown, not as receivables, but as inventory:
(a) At the amount of the expected net proceeds, if it is expected
that such goods will not be returned to stock, but will be 
sold.
(b) At the lower of cost or market, less expenses of returning
and preparing for salability, those goods which it is ex­
pected will be returned.
No. 2.
(a) The intention of the company to adjust the valuations of the 
fixed assets and the relative depreciation reserves in 1939 may 
be noted in the 1938 report to the shareholders:
(1) By appending a footnote to the balance-sheet of December
31, 1938,
(2) And, including a qualification in the certificate, such as:
“ Subject to the remarks in the president’s letter regarding 
the adjustment of property values.”
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(b) The certificate accompanying the audit report for the year
ended December 31, 1939, should contain a qualification, 
somewhat as follows:
“ As of January 1, 1939, the company adjusted the property 
values to a basis which, in the opinion of the directors, reflected 
current values on that date, by writing off 10 per cent of such 
property values with a reduction in the reserves for depreciation 
in the same ratio. The resulting net difference was charged to 
earned surplus.”
The balance-sheet and the profit-and-loss statement should 
carry a footnote referring to this qualification. The amount of 
the reduction in the depreciation charge for the year should 
also be indicated in the note on the profit-and-loss statement. 
Reference to the notes should also be made in the certificate in 
the section commenting upon the change in the basis of account­
ing during the current year.
(c) The generally accepted practice is to omit the footnotes in subse­
quent years, if full disclosure was made at the time the adjust­
ments first became effective. However, the basis of valuation 
of the property accounts should be indicated in all balance- 
sheets.
No. 3.
In his examination of the accounts of Company A, the auditor should 
have insisted that the error in the billing by Company B was a liability 
and that it should be recorded on the books of Company A as such. 
His report on the examination, and all future reports should so show it, 
until it is finally settled; otherwise he would be guilty of assent to a 
wrong.
In his tests of the system of internal check and control maintained 
by Company B, he could “ uncover” the error for that company.
No. 4.
(a) Merely examining the canceled checks and comparing them with
entries in the disbursement journal does not constitute an 
adequate audit of the disbursements.
(b) Such an examination is only a part of the usual procedure of
verifying the bank balances.
(c) Further examination should be made:
(1) Of the underlying voucher or other evidence to determine:
(a) The purpose of the payment,
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(b) The account to be charged, and
(c) The authorization.
(2) Of the postings to ascertain that the proper account and
amount had been charged.
(3) Of the statements to determine that the ledger accounts had
been appropriately classified in such statements.
No. 5.
(a) Rates of exchange to be used in making the conversions of the
following:
(1) Cash in restricted currencies—
Current rate at balance-sheet date, from which should be 
deducted a reserve to reduce such amount to the expected 
realizable value in terms of the currency of the parent 
company or home office. The restricted cash should be 
segregated from the free cash.
(2) Accounts receivable—
Current rate at balance-sheet.
(3) Inventories—
At the lower of:
(a) Original cost, if shipped by the parent company or
home office.
(b) Or, market in country in which the inventories are
located, converted at the current rates at balance- 
sheet date.
(4) Capital assets—
At cost, using the rates in effect on the dates of acquisition.
(5) Current liabilities—
Current rate at balance-sheet date.
(6) Intercompany account payable—
Usually at the rate in effect on the date of the transac­
tions; or, at average rates during the period. At the end 
of the period, adjustments are made in the accounts in 
order that they may be eliminated in consolidation.
(b) Under normal conditions, the exchange profits or losses are re­
flected in the profit-and-loss account. Under unstable condi­
tions, the exchange profit is not taken up, but is carried as a 
reserve and the losses are written off to profit and loss.
No. 6.
(a) The sales value of the by-product should be credited to the cost 
of manufacture, and the remaining balance of such cost
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should be apportioned to the several classes and grades on the 
basis of their sales value.
(b) The sales value of the by-product recovered before the two prin­
cipal products are separated, should be credited to the cost 
a t that point of manufacture. The remaining balance, at that 
point, should be apportioned to the two principal products 
on the basis of:
(1) Quantity, if the two products are of similar bulk, or
(2) Sales value, if dissimilar.
The sales value of by-products recovered in the successive stages 
of manufacture, should be credited to the costs of the respec­
tive products from which they arise. The final net cost of each 
of the two products should be apportioned to their several 
classes and grades on the basis of their sales values.
No. 7.
(a) The payment by the president on December 28, 1938, and the
remaking of the loan on January 2, 1939, was obviously win­
dow-dressing. The auditor must insist on disclosing the trans­
actions.
(b) Such disclosure can best be made by means of a footnote on the
balance-sheet, somewhat as follows:
“ Included in the cash shown in the above balance-sheet, is the
payment of a loan of $200,000 with interest, made by the 
president on December 28, 1938. Another loan of the same 
amount was made to the president on January 2, 1939.”
Note.—Another answer to (b) would be to show the cash balance 
at $50,000, and a $200,000 loan to the president in the balance-sheet. 
The objection to this method is that it does not show the actual con­
dition.
No. 8.
Because of the lack of a system of internal check, a more detailed 
examination is necessary in this case. The following procedure should 
be followed:
(1) The rent bills should be checked with the rent rolls or rents
receivable ledger and mailed by the auditor with a request for 
confirmation. Such requests should contain self-addressed 
envelopes in order to insure a larger percentage of returns.
(2) The accuracy of the rent rolls should be verified—
(a) By checking with the leases, amended leases or other agree-
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ments to determine the amount of rents, dates of occu­
pancy, vacancies, etc.
(b) By checking against the general ledger control account, and
the rents receivable ledger.
(c) By footing at the beginning of the year and applying the
current changes each month during the year.
(d) By inspection of the premises to ascertain the actual vacan­
cies which should be compared with those shown in the 
rent rolls.
(3) All postings to the general ledger control account should be
checked against the footings or summaries of the sources 
from which the postings were made. Particular care should 
be taken to verify the authority and to understand any entries 
of unusual nature.
(4) A detailed test of the cash account should be made, with par­
ticular emphasis on:
(a) Cash, checks, and other cash items on hand.
(b) Cash receipts and their deposit.
(c) Overlapping items and outstanding checks.
(5) Delinquent accounts should be examined and discussed with the
manager.
No. 9.
1. As the earmarked cash cannot be used for current purposes, it
should be segregated in a separate account (“ Cash—set aside 
for immediate reconstruction of plant and renewal of ma­
chinery”) and shown under the caption of “ Fixed” or “ Other” 
assets.
2. The trade accounts receivable should be classified as:
(a) Customers’ open accounts.
(b) Customers’ notes receivable.
(c) Customers’ notes receivable—renewed.
If these accounts are collectible, and it is the policy of the client 
to enforce collection during the current period, all three of these 
classifications may be shown as current assets, subject to an 
adequate provision for uncollectible accounts.
Those renewed notes which will be renewed “ for some time in the 
future” should not be classified as current assets, but should 
appear under the caption of “ Investments” or “ Other” assets.
3. Retired machinery should be shown under the caption “ Other
assets” as follows:
Retired machinery—
Depreciated book value.....................................  $
Scrap or sales value............................................  ....................
$
If it is intended to sell retired machinery carried a t scrap or sales 
value in the near future, there can be no objection to leaving  
this portion in the inventory provided it is set out in a separate
classification.
4. As the trust deed requires the appropriation of surplus, it should
be transferred to “ Reserve for Sinking Fund” account which 
will appear in the net-worth section of the balance-sheet. I t  is 
not available for dividends until it has served its purpose under 
the trust deed.
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No. 10.
The following procedure will insure prompt agreement of interoffice 
balances at the close of each accounting period.
The branches should not carry accounts with each other, but should 
use the home office as a clearing house for recording interbranch 
transactions.
For example: If branch A has a charge against branch B, it charges 
an account with home office, to whom it sends a debit memorandum. 
Branch B credits home office to whom it sends a credit memorandum. 
Home office records the memoranda by charging branch B and cred­
iting branch A.
Any adjustments which cannot be agreed upon between the branches 
within a reasonable time should be decided upon by the home office 
who issues a memorandum covering the adjustment to be made by the 
branch or branches.
I t is necessary that all charges and credits covering the interoffice 
transactions during the month be issued within the month. The last 
charge or credit of each month should be so indicated.
No. 11.
(a) Procedure to be followed to check or test the adequacy of the 
accrued liability:
(1) In case the number of distributors is relatively small— 
From an analysis of the customers’ accounts, sales register,
or other data, it should be possible to determine the vol-
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ume of sales to each distributor for the current contract 
year to the balance-sheet date. An estimate of the bracket 
of each distributor based upon the sales to date and ex­
pected sales during the remainder of the current contract 
year can then be made, and the applicable rate applied to 
his purchases. The aggregate amount of the accruals thus 
determined will represent the liability of the company for 
the special discounts at the balance-sheet date.
(2) In case their number is large—
If the procedure outlined in (1) above is impracticable, the
following method of estimating may be used. An analysis 
should be made of the special discounts allowed (by brack­
ets) on the contracts which expired in each month of the 
year being audited. On the assumption that the average 
expiration date is the fifteenth of each month, the special 
discounts accrued at the end of the fiscal year would be 
the aggregate of the following:
23/24 of the discounts paid in the 1st month.
21/24 of the discounts paid in the 2nd month.
19/24 of the discounts paid in the 3rd month, etc.
The above method assumes no important changes in:
(1) The total volume of sales.
(2) The number of distributors.
(3) The average business done with each.
If important changes did take place, adjustments in the 
estimate should be made. Changes in the monthly volume 
of sales can be readily ascertained from the accounting 
records. If such changes correspond with the changes in 
the number of distributors, the rate of increase or decrease 
should be applied to the liability accrued in that month. 
If the changes do not correspond, it would indicate that 
the distributors are shifting from one bracket to another. 
In this case, the indicated tendency should be confirmed 
or disproved by tests, and the accrual adjusted accord­
ingly.
(b) After the accrued liability was adjusted on the basis of the 
determination in (a), the liability account could be maintained 
a t the proper balance by making a monthly accrual based 
on an analysis of total sales to distributors by estimated 
bracket groups. If the bracket levels are reasonably far apart, 
the sales department should be able to estimate each cus-
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tomer’s current bracket with a reasonable degree of accuracy, 
especially in view of the fact that at any given date the current 
contract years are on the average six months old. From sales- 
analyses records, or from ledger accounts, total sales to each 
customer each month could be obtained, and the provision 
for discounts could then be computed, based on each cus­
tomer’s estimated bracket. Periodically, perhaps quarterly, 
estimated brackets could be reviewed and adjusted, for pur­
poses of subsequent months’ computations.
By making provisions on this basis, and charging monthly 
payments against the accrual, the account balance should be 
substantially identical with the accrued liability each month.
Another method of accomplishing the same result would be a 
cumulative record showing sales to each customer for the 
current contract year; the record could perhaps be maintained 
on the receivable ledger account. Cumulated sales at the end 
of each month could then be assembled by contract groups, 
and the amount of the accrual could thereby be determined. 
The month’s provision would then be the amount required 
to adjust the balance of the liability account to the required 
balance.
(c) The change from the method in use, as stated in the problem, 
to the method outlined in (b) should be brought about by 
first adjusting the accrual to the estimated liability deter­
mined in (a); the adjustment should preferably be made 
through current profit and loss, unless disproportionately 
large in amount.
Accounting Theory and Practice—Part I 
NOVEMBER 16, 1939, 1:30 P.M. to 7:30 P.M.
No. 1.
Ames M anufacturing Company
Statement of Application of Funds for the Year Ended December 31, 1938 
Funds provided:
By profits:
N et profit for the year............................. ...........................  $175,000
Add—Charges to profit and loss not requiring
funds:
Provision for depreciation................................  $92,000
Amortization of bond discount.......................  10,000 102,000 $ 277,000
By sale of fixed assets..............................................................  10,000
By sale of 2,000 shares of capital stock................................. 200,000
By sale of 5% first-mortgage, sinking-fund bonds—of a par
value $350,000 a t 90 ............................................................. 315,000
By issuance of deferred equipment notes a t par (less $25,000
of current m aturity).............................................................  150,000
By decrease in working capital and prepaid expenses (per
schedule)................................................................................  147,000
Total funds provided........................................................  $1,099,000
Funds applied:
To retire bonds of a par value of $25,000, a t cost...................  $ 22,000
To increase the sinking fund deposit:
Amount paid in during the year......................................... $ 25,000
Amount expended for purchase of bonds retired ($22,000),
plus accrued interest ($1,000).........................................  23,000
Increase in the fund...........................................................  2,000
To payment of dividend................................................    25,000
To purchase of property, plant and equipment...................... 1,050,000
Total funds applied..........................................................  $1,099,000
Schedule of Working Capital and Prepaid Expenses
Changes in
December 31st Working Capital
C u r re n t  a s s e ts :
Cash..........................................................
Receivables (net)....................................
Inventories...............................................
1937 1938 Increase Decrease
$ 85,000 $ 35,000 $ $ 50,000
106,000 103,000 3,000
158,000. 146,000 12,000
Total current assets. $349,000 $284,000
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Current liabilities:
Bank loans............................................... $100,000 $100,000
Current maturities of equipment obli­
gations ................................................ 25,000 25,000
Accounts payable.................................... $ 63,000 42,000 $ 21,000
Accrued expenses.................................... 105,000 82,000 23,000
Total current liabilities.................. $168,000 $249,000
Working capital........................................... $181,000 $ 35,000
Decrease in working capital........................ 146,000
$190,000 $190,000
Prepaid insurance, taxes, etc..................... $ 8,000 $ 7,000 $ 1,000
Decrease in prepaid expenses..................... $ 1,000
Decrease in working capital and prepaid 
expenses............................................ $147,000
No. 2.
T he Sulphur Company
(a) Journal entries setting up the proper reserves and making necessary adjust­
ments to other accounts.
(1)
Surplus.............................................................................................. $185,000
Profit and loss, 1938 .......................................................................  60,000
Reserve for amortization of leasehold—Section A .............  $245,000
To set up the reserve for amortization of the leasehold (Sec­
tion A), and to adjust current and prior years’ profits, as fol­
lows:
E s tim ated  d e p o s it .................................................  5,000,000 tons
Cost of leasehold.........................................  $500,000
Cost per ton .................................................  10¢
Mine production:
1934-1937 inclusive................ ..
1938...................................................
Tons Amount
1,850,000 $185,000 
600,000 60,000
Totals 2,450,000 $245,000
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(2)
Surplus.............................................................................................. $ 92,500
Profit and loss, 1938 .......................................................................  50,000
Reserve for amortization of plant and equipment................  $ 142,500
To set up the reserve for amortization of plant and equip­
ment (on a  tonnage basis), and to adjust current and prior 
years’ profits, as follows:
Cost of plant and equipment................................  $460,000
Less—scrap value........................................... .. 50,000
Amount to be amortized...................................... $410,000
Estimated deposits:
Section A ..................................................  5,000,000 tons
Section B .............. .................................... 3,200,000
Total.........................................................  8,200,000 tons
R ate............................................................... 5¢ per ton
Mine production: 
1934-1937 inclusive 
1938.........................
Tons Amount
1,850,000 $ 92,500 
1,000,000 50,000
Totals.............................................. 2,850,000 $142,500
(3)
Development—Section A ............................................................... 50,000
Surplus...................................................................................... 50,000
To restore the $50,000 of development cost written off to 
surplus by the bookkeeper prior to December 31, 1938.
Surplus.............................................................................................. 92,500
Profit and loss, 1938......... .............................................................. 30,000
Reserve for amortization of development—Section A ___  122,500
To set up the reserve for amortization of development— 
Section A, and to adjust the profits of current and prior
years, as follows:
Estimated deposits.....................................  5,000,000 tons
Development cost.......................................  $250,000
Amortization, per ton ................................. 5¢
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Mine production: 
1934-1937 inclusive 
1938.........................
Tons Amount
1,850,000 $ 92,500 
600,000 30,000
Totals................................................ 2,450,000 $122,500
(5)
Leasehold—Section B ..................................................................... $252,000
Appraisal surplus....................................................................
To increase the valuation of the leasehold (section B) to 
$352,000 (3,200,000 tons @ 11¢ per ton), as shown below:
Amount Per ton
Estimated fair value............................. $352,000 11¢
Cost......................................................... 100,000 3⅛¢
$252,000
Appreciation........................................... $252,000 7⅞¢
(6)
Profit and loss, 1938.......................................................................  $12,500
Appraisal surplus............................................................................  31,500
Reserve for amortization of leasehold—Section B ...............  $ 44,000
To set up the reserve for amortization of leasehold (section 
B), and to charge current year’s profits and appraisal sur­
plus, as follows:
Tons mined..............................................  400,000
Profit and loss— @ 3 ⅛¢ per ton ........................  $12,500
Appraisal surplus @ 7⅞¢ per ton ........................  31,500
T o ta ls . . ..........  11¢ per to n ......................  $44,000
(7)
Profit and loss, 1938.......................................................................  $ 6,250
Reserve for amortization of prospecting—Section B ........... $ 6,250
To set up the reserve for amortization of prospecting costs 
(section B) and to charge the current year’s profits. As the 
production (400,000 tons) is of the total estimated deposit 
(3,200,000 tons), the current year should be charged with 
of the cost of $50,000 or $6,250.
N ote 1.—Cost of the inventory of crude sulphur may also include the following
charges:
Amortization on Leasehold (Section A) @ 100 a ton ................................. $20,000
Amortization of plant and equipment 200,000 tons @ 50¢   ................... 10,000
Amortization of development (Section A) @ 5¢ per ton ...........................  10,000
$40,000
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However, the excess of total cost, $220,000 (i.e., $180,000 plus $40,000) over the 
market value of $200,000 a t December 31, 1938, should be reserved against by 
setting up a reserve for market decline of inventory of $20,000 by a charge against 
profit and loss 1938.
Note 2.—The plant and equipment may also be amortized on a time basis rather 
than on a tonnage basis. If this method is followed journal entry No. 2 would be:
Surplus.................................... . .......................................................  $82,000
Profit and loss—1938 .....................................................................  20,500
Reserve for amortization of plant and equipment............. $102,500
To set up reserve for amortization of plant and equipment
(on a time basis) and to adjust current and prior years’ profits
as follows:
Cost of plant and equipment..............................  $460,000
Less scrap value....................................................  50,000
Amount to be amortized.................................. $410,000
Expected life..................................................  20 years
Annual amortization charge........................  $ 20,500
Chargeable to surplus four years a t $20,500............  $ 82,000
Chargeable to 1938 profits............................................  20,500
If the time basis were used the effect on the solution would be as
follows:
Increase in surplus....................................................  $ 10,500
Increase in profit and loss—1938 ...........................  9,500
Decrease in reserve for amortization of plant 
and equipment..................................................  $ 20,000
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The Sulphur Company 
Balance-Sheet—December 31, 1938
Assets
Current assets:
Cash..........................................................................................  $ 500,000
Receivables..............................................................................  300,000
Inventory of crude sulphur a t cost of mining and extrac­
tion (market value $200,000)............................................  180,000 $ 980,000
Section A Section B Together
Fixed assets:
Leaseholds—at cost........... $500,000 $100,000 $600,000
Add: Appreciation............  252,000 252,000
$500,000 $352,000 $852,000
Less: Reserve for amortiza­
tion..................................  245,000 44,000 289,000
Balance unamortized........  $255,000 $308,000 $563,000 $ 563,000
Plant and equipment............  $460,000
Less: Reserve for amortiza­
tion..................................  142,500
Balance unamortized........  317,500
Development—Section A .. $250,000 $250,000
Less: Reserve for amortiza­
tion..................................  122,500 122,500
Balance unamortized........  $127,500 $127,500 127,500
Prospecting—Section B .. .  $  50,000 $ 50,000
Less: Reserve for amortiza­
tion..................................  6,250 6,250
Balance unamortized........  $ 43,750 $ 43,750 43,750 1,051,750
$2,031,750
Liabilities and Net Worth
Current liabilities, including interest and taxes accrued.........  $ 150,000
Bonds payable................... ........................................... .............. 300,000
N et worth:
C a p i ta l  s t o c k ........................ ..................................................................... $ 1 ,000 ,000
Appraisal surplus....................................................................  220,500
Earned surplus:
Balance a t January 1, 1938............................. $290,000
Profit and loss—1938 .......................................  71,250 361,250 1,581,750
$2,031,750
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Note.—The cost of leasehold of section B was appreciated in the amount of 
$252,000 on the basis of an engineer’s survey estimating a total tonnage of 3,200,000 
of sulphur underground. The value assigned to this deposit was based on an estimate 
of a  fair value underground of 11¢ per ton.
No. 3.
Part one (18 points)
City of M—General Fund 
Journal Entries—1938 
(1)
Taxes receivable..............................................................................  $66,200
Reserve for taxes and liens.................................................... $66,200
To record the taxes assessed for the year 1938.
(2)
Office expenses................................................................................. 1,200  
Creditors..................................................................................  1,200
To record the unpaid liabilities a t December 31, 1938, in­
curred for office expenses.
(3)
Reserve for taxes and liens............................................................ 500
Taxes receivable...................................................................... 500
To record the cancellation during the year 1938 of taxes re­
ceivable in the amount of $500.
(4)
Reserve for taxes and liens............................................................ 3,000
Tax-title liens..........................................................................
To record the collection during the year 1938 of $3,000 of 
tax-title liens.
(5)
Reserve for taxes and liens............................................................ 74,000
Taxes receivable......................................................................
To record the following collections made during the year 
1938:
Delinquent taxes...................................................  $38,000
1938 taxes............................................................... 36,000
T otal.........................  $74,000
3,000
74,000
(6)
License fees and permits................................................................
Delinquent taxes and liens............................................................
Current year’s taxes.......................................................................
Surplus revenue.......................................................................
To credit surplus revenue with the excess of actual revenues 
over the budget estimate.
2,000
1,000
6,000
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(7)
Surplus revenue..............................................................................  $ 14,2
Salaries.....................................................................................
Office expenses........................................................................
Garbage collection..................................................................
To record the excess of actual expenses over the amount 
budgeted.
(8)
Creditors..........................................................................................  8
Surplus revenue.......................................................................
To record the allowances on unpaid creditors’ balances a t 
January 1, 1938, as shown below:
Balance, January 1 , 1938........................................  $ 4,000
Disbursements, paying the 1937 bills in full
settlement of all claims.......................................  3,920
Allowances...........................................................  $ 80
(9)
Surplus revenue............................................................................... 15,000
Reserve for taxes and liens....................................................
To increase the reserve for taxes and liens, as a t January 1,
1938, as follows:
Taxes receivable...................................................... $50,000
Tax-title liens........................................................... 35,000
T otal.....................................................................  $85,000
Reserve for taxes and liens.................................... 70,000
Amount required in the reserve account at 
January 1, 1938............................................... $15,000
(10)
Reserve for taxes and liens...........................................................  19,000
Surplus revenue.......................................................................
To reduce the reserve for taxes and liens, as at December 31,
19,000
1938, as follows:
Receivables, a t December 31, 1938:
Taxes receivable..................................................  $41,700
Tax-title liens....................................................... 32,000
T otal................................................. ..............  $73,700
Reserve for taxes and lien s...............................  92,700
Excess in reserve account...............................  $19,000
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City of  M—General Fund
(I a) Balance-sheet—December 3 1 , 1938 
Assets
Cash in bank.....................................................................................................  $  41,080
Taxes receivable................................................................................................ 41,700
Tax-title liens....................................................................................................  32,000
T otal....................................................................................................... $114,780
Liabilities and Reserves
Creditors............................................................................................................  $ 1,200
School board......................................................................................................  30,000
Tax revenue notes............................................................................................  6,000
Reserve for taxes and liens.............................................................................. 73,700
Surplus revenue................................................................................................. 3,880
T otal.......................................................................................................  $114,780
City ok M—General Fund
(lb) Analysis of Reserve for Taxes and Liens for the Year Ended December 3 1 , 1938
Balance, January 1, 1938, per books...........................................  $70,000
Add—Adjustment increasing the reserve (Journal entry No. 9) 15,000
Balance, as adjusted........................................................................ $ 85,000
Add—Appropriated in the budget for 1938:
For uncollectible tax-title lien s.....................................  $ 5,000
For uncollectible 1938 taxes...........................................  14,000
T otal.............................................................................. $19,000
Taxes assessed for the year, 1938 ...................................... 66,200 85,200
Total credits.................................................................  $170,200
Deduct:
Taxes and liens collected during the year, 1938:
Tax-title liens..........................................................  $ 3,000
Delinquent taxes.....................................................  38,000
1938 taxes................................................................. 36,000 $77,000
Taxes receivable for 1938 canceled..........................................  500
Charge to the reserve to reduce to the amount required
(Journal entry No. 10).........................................................  19,000 96,500
Balance, December 3 1 , 1938.........................................................  $ 73,700
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City of M—General Fund
(Ic) Analysis of Surplus Revenue (Unappropriated Surplus) for the Year Ended 
December 31, 1938
Balance, January 1, 1938, per books...........................................  $10,000
Add—Amount transferred from the reserve for taxes and liens:
As at—
December 31, 1938 (Journal entry No. 10)............  $19,000
January 1, 1938 (Journal entry No. 9 ) ...................  15,000 4,000
Allowance on 1937 claims.......................................................  80 $ 14,080
Deduct—Amount appropriated in budget for 1938 ..................... 5,000
Balance, before overexpenditures and excess collections for the 
year, as follows............................................................................  $ 9,080
Deduct:
Excess of actual expenses over the amount budgeted:
Salaries.....................................................................  $11,000
Office expenses.........................................................  2,200
Garbage collections................................................. 1,000 $14,200
Excess of actual revenues over budget estimates:
License fees and perm its........................................ $ 2,000
Delinquent taxes and liens....................................  1,000
Current year’s taxes...............................................  6,000 9,000 5,200
Balance, December 31 , 1938..........................................................  $ 3,880
N ote.—Another acceptable method would be to set up the $5,200 of net over­
expenditures over excess revenues as a deferred charge to future taxation, rather 
than as a surplus revenue charge.
Part two (12 points)
City of M—Water Plant—Capital Fund
Journal Entries—1938
(11)
Treasury bonds...............................................................................
Bonds payable.........................................................................
To record the authorization of bonds of a par value of 
$150,000.
(12)
Cash..................................................................................................
Treasury bonds.......................................................................
Capital surplus........................................................................
To record the sale of bonds of a  par value of $145,000 for 
$150,500 in cash.
$150,000
$150,000
150,500
145,000
5,500
64
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Bonds payable.................................................................................
Capital surplus................................................................................
Treasury bonds.......................................................................
Water plant fund....................................................................
To record the cancellation of the unsold bonds of a par value 
of $5,000.
$ 5,000 
5,000
$ 5,000 
5,000
(14)
Fixed assets...................................................................................... 150,000
Fixed assets—overexpenditure...................................................... 4,000
Due to contractor...................................................................  154,000
To record the liability to the contractor for the total cost of 
the plant.
(15)
Due to contractor...........................................................................
Cash............ ............................................................................
To record the payment to the contractor of $150,000.
(16)
Bonds payable.................................................................................
W ater plant fund.....................................................................
To record the redemption of bonds a t par value.
150,000
150,000
10,000
10,000
City of M—Water Plant—Capital Fund 
Work Sheet—December 31, 1938
Balance-sheet
Transactions December 31, 1938
Debits Credits Debits Credits
Cash.............................................. (12) $150,500 (15) $150,000 $ 500
Treasury bonds............................ (11) 150,000 (12) 145,000
(13) 5,000
Bonds payable............................. (13) 5,000 (11) 150,000
(16) 10,000 $135,000
Capital surplus............................ (13) 5,000 (12) 5,500 500
Fixed assets.................................. (14) 150,000 150,000
Fixed assets—overexpenditure.. (14) 4,000 4,000
Due to contractor........................ (15) 150,000 (14) 154,000 4,000
Water plant fund........................ (13) 5,000
(16) 10,000 15,000
$624,500 $624,500 $154,500 $154,500
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City of M—Water Plant—Capital Fund 
(II a) Balance-sheet—December 3 1 , 1938
Assets:
Cash..............................................................................................  $ 500
Fixed assets.................................................................................. $150,000
Fixed assets—overexpenditure.................................................. 4,000 154,000
T otal.........................................................................................  $154,500
Liabilities and Reserves:
Due to contractor.......................................................................  $ 4,000
Bonds payable.............................................................................  135,000
Capital surplus............................................................................. 500
W ater plant fund........................................................................  15,000
T otal.........................................................................................  $154,500
City of M—Water Plant—Operating Fund 
Journal Entries—1938
(17)
Accounts receivable—consumers......................................................  $26,000
Surplus revenue...........................................................................  $26,000
To record the water rents billed to customers.
(18)
Cash......................................................................................................  22,000
Accounts receivable—consumers..............................................  22,000
To record the collection of $22,000 on water rents billed.
(19)
Surplus revenue...................................................................................  18,500
Office salaries...................................................................  $2,000
Water meter reader’s salary..........................................  2,000
Interest on bonds.............................................................  4,500
Bonds redeemed a t p a r..................................................  10,000
Cash..............................................................................................  18,500
To record the disbursements made during the year 1938.
(20)
Surplus revenue................................................................................... 4,000
Reserve for accounts receivable—consumers..........................  4,000
To set up a reserve for the uncollected water rents billed.
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City of M—Water Plant—Operating Fund 
Work Sheet—December 3 1 , 1938
Balance-sheet
Transactions December 3 1 , 1938
Debits Credits Debits Credits
Cash..............................................
Accounts receivable—consumers 
Reserve for accounts receiv­
able—consumers.....................
Surplus revenue...........................
(18) $22,000 (18) $18,500
(17) 26,000 (18) 22,000
(19) 4,000
$3,500
4,000
$4,000
3,500
(18) 18,500
(19) 4,000
(17) 26,000
$70,500 $70,500 $7,500 $7,500
City of M—Water Plant—Operating Fund 
(I Ib) Balance-sheet—December 31, 1938
Assets:
Cash..................................................................................................................  $3,500
Accounts receivable—consumers..................................................................  4,000
$7,500
Liabilities and Reserves:
Reserve for accounts receivable—consumers..............................................  $4,000
Surplus revenue...............................................................................................  3,500
$7,500
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Schedule I I
HKH Oxygen Company
Statement of Cost of Filling for the Year Ended Blank Date 
Total cost (per the problem)............................. $5,643.00
Apportioned, as follows:
Cylinders
Hydrogen:
12,160,000 cubic ft. ÷ 190 ...........................  64,000
Oxygen:
Small:............................................................ 6,000
Large:
13,200,000 cubic feet, less 660,000 cubic  
feet in the small cylinders, or 12,540,000
cubic ft. ÷ 220..........................................  57,000
Nitrogen:
1,600,000 cubic ft. ÷ 200 ............................  8,000
Cost, per 
Cylinder
$4.18
4.18
4.18
4.18
Total
$2,675.20
250.80
2,382.60
334.40
Totals....................................................... 135,000 $5,643.00
H KH  Oxygen Company
Schedule I I I
Statement of Sales by Commodities for the Year Ended Blank Date
Quantity in 
Hundreds 
of Cu. Ft.
Price, per 
100 Cu. Ft. Total
Hydrogen—entire production sold......... 121,600 $ .80 $ 97,280.00
Oxygen:
 
Small cylinders:
Filled—6,000 cylinders (110 cu.
f t .) ................................. 6,600
Less—closing inventory—200 cyl­
inders............................................ 220
Amount sold.................... 6,380 1.20 7,656.00
Large cylinders:
Filled and sold—132,000 less 6,600 in
small cylinders......................................... 125,400 1.00 125,400.00
Nitrogen:
Opening inventory—310 cylinders of
200 cu. ft. each.................................  620
Filled during year............................... 16,000
Sold................................................................... 16,620 1.20 19,944.00
Totals........................................................ 270,000 $250,280.00
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H KH  Oxygen Company
Statement of Profit and Loss for the Year Ended Blank Date
Hundreds Per 100 Per Cent
of Cu. F t. Amount Cu. F t. to Sales
Sales (Schedule III)
Oxygen 110’s ......................................  6,380 $ 7,656.00 $1.20 100.00%
Oxygen 220’s ......................................  125,400 125,400.00 1.00 100.00
Total oxygen.............................. 131,780 $133,056.00 $1.01 100.00
Hydrogen 190’s .................................. 121,600 97,280.00 . 80 100.00
Nitrogen 200’s ...................................  16,620 19,944.00 1.20 100.00
Total sales..................................  270,000 $250,280.00 $ .927 100.00
Cost of sales (Schedule IV)
Oxygen 110’s .....................................  6,380 $ 4,529.80 $ .5 5  55.00%
Oxygen 220’s ......................................  125,400 68,970.00 .71 59.17
Total oxygen.............................. 131,780 $ 73,499.80 $ .5 5 8  55.24%
Hydrogen 190’s ......................................  121,600 49,856.00 .41 51.25
Nitrogen 200’s ....................................  16,620 9,190.86 . 553 46.07
Total cost of sales.....................  270,000 $132,546.66 $ .491 52.96%
Gross profit
Oxygen 110’s ......................................  6,380 $ 3,126.20 $ .45 45.00%
Oxygen 220’s ......................................  125,400 56,430.00 . 49 40.83
Total oxygen.............................. 131,780 $ 59,556.20 $ .452 44.76%
Hydrogen 190’s .................................. 121,600 47,424.00 . 39 48.75
Nitrogen 200’s ......................................  16,620 10,753.14 . 647 53.93
Total gross profit....................... 270,000 $117,733.34 $ .436 47.04%
Deduct:
Gas lost:
Oxygen........................ $1,000.00
Hydrogen.................... 1,600.00 $ 2,600.00
Selling, general and executive ex­
penses, interest and taxes............  76,375.00
Total deductions................. . . .  $ 78,975.00 $ .2925 31.55%
Net profit for the year.........................  $ 38,758.34 $ .1435 15.49%
Commercial Law
NOVEMBER 17, 1939, 9 A.M. to 12:30 P.M.
Group I
No. 1.
The following are instances where a duly appointed agent may be­
come personally liable to third persons with whom he deals:
(a) Where the principal is undisclosed and the third person has no
reason to know that the agent is acting as such.
(b) Where the principal is partially disclosed, as where the fact of
agency is known but the identity of the principal is not re­
vealed.
(c) Where the agent has exceeded his authority.
(d) Where the agent contracts as a principal. Thus the agent may
sign a contract as a party in addition to his principal, or he 
may sign as agent in such a way as not to bind the principal 
(example: “ A agent for P ”).
(e) Where the agent commits a tort.
No. 2.
(a) Contracts: The bank had agreed to pay checks when the balance
was sufficient, and to pay no more than the amount legally 
specified in any check.
(b) Negotiable instruments: The amount stated on the check in
words controls when different from the amount stated in 
figures.
(c) Damages: In most jurisdictions a depositor can recover for
damages to his reputation by reason of the dishonor of his 
check.
No. 3.
(a) A dividend is a distribution to stockholders according to their
respective interests made from the surplus of a corporation by 
resolution of the board of directors.
(b) A dividend may be payable in cash, or in stock of the corporation
which declares the dividend, stock of another corporation, 
notes, bonds, scrip, real estate, or any other property available 
and readily divisible. A well known corporation once declared 
a dividend in whiskey.
(c) A dividend is declared by resolution of the board of directors.
I t  must be from surplus and must not impair the capital. 
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Any preferences applicable to outstanding stock must be 
observed. The dividend is usually declared payable as of a 
certain date to the owners of stock of record on an earlier date, 
so that assignments of stock between the dates will not affect 
the payment of the dividend. The final step is, of course, the 
payment of the dividend. When the dividend has been declared 
it becomes a debt from the corporation to the stockholders 
which cannot be revoked or withdrawn by the corporation.
No. 4.
Since the dissolution agreement provided that of the collections 
should go to X  and ⅔ to Y “ until such distribution had reimbursed 
each partner in full,” X would automatically be left with ⅓  and Y 
with of any deficiency which might result from the collections being 
less than the total capital contributions. The clear intent of the agree­
ment thus would seem to be that ⅓  of the loss should be charged to X. 
Such an agreement would seem to be consistent with the better rule 
on the subject, for while there are decisions which state that a provision 
for an equal division of profits implies an equal division of losses even 
on dissolution, the better rule seems to be that each member of the 
firm is entitled to receive upon dissolution a share of the firm assets 
proportionate to his contribution to capital. (I assume that X con­
tributed ⅓  of the capital and Y ⅔. Otherwise it could not have been 
expected that the performance of the agreement would ever reach a 
point where “ such distribution had reimbursed each partner in full 
for the balance of his capital contribution.”) The claim of X is therefore 
legally valid.
No. 5.
The essential element of fraud in a contract is a mistake of one party 
as to a material fact, wrongly induced by the other party in order 
that it might be acted on, or, in cases where there is a duty of disclosure, 
at least taken advantage of, with knowledge of its falsity, to secure 
action. A contract is fraudulent if there is a misrepresentation known 
to be such or made with reckless disregard of its truth or falsity, or 
concealment, or nondisclosure where there was a duty to disclose, by 
any person intending or expecting thereby to cause a mistake by an­
other to exist or to continue, in order to induce the latter to enter into 
or refrain from entering into the contract.
The following remedies are open to the defrauded party:
(a) A right to damages for being led into the transaction.
COMMERCIAL LAW—NOVEMBER, 1939 73
(b) Rescission of the fraudulent transaction and restoration of the
situation which the parties occupied before the fraudulent 
transaction was entered into.
(c) Enforcement against the fraudulent person of the kind of bargain
which he represented that he was making.
Relief in all these ways is generally enforced at law, but when ap­
propriate, equity offers other remedies based on the inadequacy of 
relief at law, as, for example, by injunction, by equitable lien, or by 
constructive trust.
Group II
No. 6.
The negotiable-instruments act provides that notice of dishonor may 
be waived either before the time for giving notice has arrived or after 
omission to give notice, and the waiver may be express or implied. Ordi­
narily, knowledge of dishonor is not equivalent to notice and does not 
constitute a waiver, but in this case it should be held that the president 
has waived notice by his action in initiating and conducting bank­
ruptcy proceedings for the corporation, from which it was clear that 
he not only knew that the corporation could not pay the note when 
due but that he had been instrumental in bringing this situation about. 
No. 7.
An individual may incorporate his business for the purpose of escap­
ing individual liability for the debts of the corporation, and even 
though all the shares are owned by one person, yet so long as the cor­
porate existence is maintained the liability or nonliability of this one 
person as a stockholder is the same as where there are many stock­
holders. The courts may, however, disregard the corporate entity, 
and hold the sole stockholder personally liable for obligations incurred 
in the name of the corporation where the corporation has been used 
by the stockholder for the purpose of perpetrating a fraud or commit­
ting an illegal act.
No. 8.
(a) X  cannot successfully claim that his indebtedness has been set­
tled in full. If Y had cashed the check it would have been a 
settlement, but the mere retention of the check by Y, even for 
an unreasonable length of time, does not constitute an ac­
ceptance by Y because the payment is still within the control 
of X who could stop payment on the check.
(b) Accord and satisfaction.
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No. 9.
(a) The principle of law is usually called “ eminent domain” ; the
proceeding is usually called “ condemnation.”
(b) If the machinery is attached to the building in such a way that
it cannot be removed without material injury to machinery 
or building, if the building was specially designed to house the 
machinery, or if other evidence establishes that its installation 
is of a permanent nature, the machinery is considered part 
of the realty and its value should be included as part of the 
damages.
No. 10.
The guarantor is not released. I t  may be said generally that any 
material alteration of a debtor’s agreement is sufficient to discharge 
a guarantor, but in this case the reduction in the rate of interest is 
merely a remission of part of the obligation, which leaves the debtor 
liable for payment of the balance. If the debtor fails to pay this balance, 
the guarantor may be held, on the theory that this is not a new or al­
tered obligation, but merely a balance of the original obligation.
No. 11.
(a) The restriction is not valid. The inequality in bargaining power
between employer and employee has led the courts to require 
a strong degree of necessity before enforcing a covenant not 
to engage in one’s occupation. Even if the prohibition has been 
the solicitation of business in competition with that of the 
employer corporation, such a restriction for ten years and 
covering two counties would seem to be unreasonable in an 
employer-employee case.
(b) The courts are more liberal in enforcing provisions of contracts
not to engage in business which are part of an agreement to 
sell a business, including goodwill, because such contracts are 
necessary to obtain a sale of the goodwill of the business. If 
this contract had provided that there be no solicitation for a 
competing business it would have been enforcible in such a 
case. But even in the case of the sale of a business, a contract 
“ not to solicit for himself or any other business organization” 
within the county or the adjoining county for ten years would 
seem to be unreasonable. There is no reason, for example, why 
the former proprietor of a laundry may not become the pro-
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prietor of a milk company without injuring a laundry business 
which he has sold.
No. 12.
(a) Slander consists of the publication of defamatory matter by
spoken words or transitory gestures.
(b) Libel consists of the publication of defamatory matter by written
or printed words.
(c) Equity is a branch of remedial justice by which relief is afforded
to suitors when the remedy at common law or statutory 
law would be inadequate. For example, the common law had 
no machinery for an injunction, which is provided in equity.
(d) Bailment is a delivery of personal property by one party to
another, to be held according to the object of the delivery, 
and to be returned to the bailor or delivered according to his 
order when that object is accomplished.
Accounting Theory and Practice—Part II 
NOVEMBER 17, 1939, 1:30 P.M. to 7:30 P.M.
No. 1.
A, B, and C (Copartnership)
Statement of Partners’ Capital Accounts for the Year 
Ended December 31, 1938
A B C Together
Profit-and-loss-sharing ratios......................... 60% 30% 10% 100%
Balances, December 31, 1938 (before closing) $ 60,000 $ 1,000* $10,000 $ 69,000
Credits:
Interest on average balances a t the rate of
4% per annum ......................................... $ 3,600 $ 120 $ 280 $ 4,000
Drawing-account credits............................ 10,000 7,000 5,000 22,000
Balance of profit (distributed in the profit-
and-loss ratio).......................................... 29,400 14,700 4,900 49,000
Total credits........................................ $ 43,000 $21,820 $10,180 $ 75,000
Balances, after credits................................ $103,000 $20,820 $20,180 $144,000
Charges:
Cash distributed.......................................... 61,360 13,240 74,600
Balances after cash d istribution.................. $ 41,640 $20,820 $ 6,940 $ 69,400
* N ote.—I t  is apparent from a scrutiny of the balances after applying the credits 
tha t B with an interest three times as large as C and with a credit approximately the 
same as C will not receive any of the cash to be distributed. Furthermore, A’s inter­
est which is twice that of B, has a credit approximately five times as large as B. 
Using B’s balance as the base, we find tha t the total of all balances after distribution 
must be ($20,820÷ 30%) $69,400. The allocation follows:
Partner Profit-and- 
Loss Ratio
Balances after 
Distribution
A ............................................ .............. 60% $41,640
B ............................................ ......................  30% 20,820
C ............................................ ......................  10% 6,940
Totals........................ ......................  100% $69,400
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No. 2.
Acme Carburetor Company and I ts Subsidiary,
The Airex Manufacturing Company
Adjustments December 31, 1938
(1)
Surplus—Airex Manufacturing Company................................... $200,000
Machinery and equipment—Airex Manufacturing Com­
pany.........................................................................................
To reduce the value of the machinery and equipment account 
of the Airex Company from the book value to the appraised 
reproductive value, as shown below:
Book value.............................................................  $700,000
Appraised reproductive value..............................  500,000
Reduction..................................    $200,000
(2)
Reserve for depreciation—Airex Manufacturing Company. . . .  16,000
Manufacturing expenses—Airex Manufacturing Company
To reduce the charge for depreciation taken up on the records 
on the basis of book value.
Fixed Asset Depreciation Depreciation
Rate
Book value, $700,000............. ... 8% $56,000
Reproductive value, $500,000... 8% 40,000
Excess.......................................  $16,000
(3)
Gross profit......................................................................................  10,165
Reserve for intercompany profit in inventories..................
To set up a reserve for the intercompany profit in the $80,000 
of purchases from the Airex Manufacturing Company on 
hand a t December 31, 1938, in the Acme Carburetor Com­
pany’s inventories.
$200,000
16,000
10,165
Gross profit per trial balance..............................  $119,000
Add depreciation adjustm ent...............................  16,000
Adjusted gross profit........................................  $135,000
Rate of gross profit to sales of $850,000....................... 15.882%
Gross profit on $80,000 of sales..................................  $ 12,706
Acme Carburetor Company’s interest (80%) 
thereof........................................................................  $ 10,165
78 A N S W E R S
Eliminations
(4)
Sales..................................................................................................  $350,000
Materials used.........................................................................  $350,000
To eliminate the Acme Carburetor Company’s purchases 
from Airex Manufacturing Company during the year 1938.
(5)
Accounts payable—intercompany................................................  25,000
Accounts receivable—intercompany....................................  25,000
To eliminate the intercompany receivables and payables.
(6)
Other income—Acme Carburetor Company............................... 6,000
Surplus—Airex Manufacturing Company............................ 6,000
To eliminate the preferred-stock dividend paid by the Airex 
Manufacturing Company to the Acme Carburetor Com­
pany.
(7)
Preferred stock—Airex Manufacturing Company................... .. 100,000
Investment in Airex Manufacturing Company stock—
Acme Carburetor Company..............................................  100,000
To eliminate the preferred stock of the Airex Manufacturing 
Company held by the Acme Carburetor Company.
(8)
Common stock—Airex Manufacturing Company...................... 10,000
Earned surplus—Airex Manufacturing Company.....................  365,000
Investment in Airex Manufacturing Company stock—
Acme Carburetor Company..............................................  300,000
Minority interests—Airex Manufacturing Company........  75,000
To eliminate the common stock of Airex Manufacturing 
Company and the earned surplus a t January 1 ,  1938, as ad­
justed, and to set up minority interest of 20%.
(9)
N et profit—Airex Manufacturing Company..............................  15,800
Minority interest—Airex Manufacturing Company...........  15,800
To credit minority interest with 20% of the net increase in 
the surplus account of the Airex Manufacturing Company
during the year 1938 as follows:
N et profit per trial balance...................................  $69,000
Add excess depreciation.................... .....................  16,000
T otal........................... ........................................  $85,000
Deduct dividend paid.............................................. 6,000
N et increase.........................................................  $79,000
20% thereof............................................................. $15,800
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No. 3.
Analysis of I nventories for the P eriod September 15, 1939, 
to October 1, 1939
Spirits Wines Beers
Old Filibuster The
Mahogany Special Old Sparkling Brewers
Rye Bourbon Bluebottle Muscatel Own
Inventory of cases, Sep­
tember 15, 1939, ac­
cording to perpetual
stock records................  100 40 10 30 250
Less cases sold during 
period............................ 10 5 5 10 40
— — — — —
Inventory of cases, Octo­
ber 1, 1939, according 
to stock records........... 90 35 5 20 210
Physical inventory Octo­
ber 1, 1939.................... 40 10 5 20 60
— — — — —
Cases short a t September 
15, 1939........................ 50 25 150
Cost per case.................... $24.00 $18.00 $6.00 $12.00 $1.50
Adjusting Journal Entries September 1 5 , 1939 
(1)
Deficit....................................................................................... $ 1,875.00
Inventories—Spirits........................................................ $ 1,650.00
Inventories—Beers.........................................................  225.00
To adjust the inventories a t September 15 , 1939, by the 
amount of the shortages shown in the inventory analysis 
above:
Cases
Cost per 
Case Amount
Old Mahogany rye.............. . .  50 $24.00 $1,200
Filibuster Special bourbon....  25 18.00 450
Total spirits..................... $1,650
Beers..................................... ..  150 1.50 225
Total spirits and beers.. . $1,875
(2)
Accounts payable.................................................................... 21,007.04
Accounts payable—secured.......................................... 21,007.04
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To segregate the following secured liabilities:
Accounts receivable..................................  $11,000.50
Inventories.................................................  10,006.54
T otal.......................................................  $21,007.04
(3)
Deficit.......................................................................................$ 4,000.00
Life-insurance policy....................................................... $
To write off the life-insurance policy (surrender value at 
September 15 , 1939, $2,500) on the life of the president 
of the company which was assigned to his wife some 
years ago.
Journal Entries September 30, 1939
(4)
Accounts receivable................................................................  690.00
Sales..................................................................................
To record the sales for the period September 15 , 1939, to 
September 30, 1939.
(5)
Cost of sales............................................................................. 540.00
Inventories:
Spirits...........................................................................
Wines............................................................................
Beers.............................................................................
To record the cost of sales during the period September 
15, 1939, to September 3 0 , 1939, determined as follows:
Cost per
4,000.00
690.00
360.00
120.00
60.00
Cases Case Amount
Old Mahogany rye............. .. .  10 $24.00 $240.00
Filibuster Special bourbon....  5 18.00 90.00
Old Bluebottle..................... . .  5 6.00 30.00
Total spirits..................... $360.00
Wines.................................... . .  10 12.00 120.00
Beers..................................... . .  40 1.50 60.00
Total cost of sales........... $540.00
(6)
Accounts payable—secured................................................. .
Inventories assigned.......................................................
To record the return of the shipment stored in bonded 
warehouses, title to which was passed back to the dis­
tillery on September 28, 1939.
(7)
Deficit................................................................... ..................
Sales..........................................................................................
10,006.54
10,006.54
1,916.66
690.00
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Interest on loan................................................................ $100.00
Paid expenses................................................................... 100.00
Cost of sales....................................................................... 540.00
Insurance, taxes, and rent prepaid to September 30,
1939............................................................................... 1,866.66
To close out the income and expense accounts to the 
deficit account.
Skihigh Liquor Company 
Balance-sheet—September 15, 1939
Assets
Current assets:
Cash in bank.......................................................................
Petty  cash.................... .......................................................
Accounts receivable............................................................
Accounts receivable—assigned..........................................
Notes receivable..................................................................
$ 500.00 
100.00 
7,609.66 
12,000.50 
190.00
Inventories:
Spirits.........................................................  $ 1,530.00
Wines..........................................................  360.00
Beers...........................................................  150.00
T otal.......................................................  $ 2,040.00
Assigned.....................................................  10,006.54 12,046.54
Total current assets.............................. 32,446.70
Notes receivable—officer.......................................................  300.00
Advances to salesmen............................................................  6,000.00
Insurance, taxes, and rent prepaid to September 30 , 1939.. 1,866.66
Total assets..................................................................  $40,613.36
Liabilities and Net Worth
Current liabilities:
Accounts payable................................................................ $34,093.86
Accounts payable—secured...............................................  21,007.04
Accrued sales taxes.............................................................. 900.12
Notes payable—president.................................................. 2,000.00
Total current liabilities 
N et worth:
Capital stock.......................
Deficit...................................
$58,001.02
$10,000.00
27,387.66*
N et deficit........................................................................
T otal.............................................................................
17,387.66*
$40,613.36
*Red.
N ote.—Subject to memorandum on page 85.
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Skihigh Liquor Company 
Tentative Balance-sheet—September 30, 1939
Assets
Current assets:
Cash in bank.......................................................................
Cash—special account........................................................
Accounts receivable............................................................
Inventories:
$ 4,090.00 
7,005.50 
6,294.66
Spirits...........................................................  $1,170.00
Wines............................................................  240.00
Beers.............................................................  90.00
Total current assets....................................................
Notes receivable—officer.......................................................
Advances to salesmen.............................................................
Liquor license to September 30, 1939..................................
1,500.00
$18,890.16
300.00
6,500.00
1,000.00
Total assets.................................................................. $26,690.16
Liabilities and Net Worth
Current liabilities:
Accounts payable................................................................
Accounts payable—secured...............................................
Accrued sales taxes.............................................................
Notes payable—bank.........................................................
$29,093.86
11,000.50
900.12
5,000.00
Total current liabilities 
N et worth:
Capital stock........................
Deficit...................................
$45,994.48
$10,000.00
29,304.32*
N et deficit........................................................................ 19,304.32*
T otal............................................................................. $26,690.16
* Red.
N ote.—Subject to memorandum on page 85.
84 A N S W E R S
B
al
an
ce
-s
he
et
Se
pt
em
be
r 
30
, 
19
39
$ 
4,
09
0.
00
6,
29
4.
66
30
0.
00
6,
50
0.
00
1,
17
0.
00
24
0.
00
90
.0
0
7,
00
5.
50
1,
00
0.
00
$2
6,
69
0.
16
$2
9,
09
3.
86
90
0.
12
10
,0
00
.0
0
29
,3
04
.3
2*
11
,0
00
.5
0
5,
00
0.
00
$2
6,
69
0.
16
Jo
ur
na
l E
nt
ri
es
 
D
eb
its
 
C
re
di
ts
  
$ 
69
0.
00
(4
)
$ 
36
0.
00
(5
)
12
0.
00
(5
) 
60
.0
0(
5)
10
,0
06
.5
4 
(6
) 
1,
86
6.
66
(7
)
1,
91
6.
66
(7
)
10
,0
06
.5
4(
6)
10
0.
00
(7
)
10
0.
00
(7
)
69
0.
00
(7
) 
69
0.
00
(4
)
54
0.
00
(5
) 
54
0.
00
(7
)
$1
3,
84
3.
20
 
$1
3,
84
3.
20
Sk
ih
ig
h
 L
iq
u
o
r
 C
o
m
pa
n
y
W
or
k 
Pa
pe
rs
—
Se
pt
em
be
r 
15
, 
19
39
, a
nd
 S
ep
te
m
be
r 
30
, 
19
39
 
A
dj
us
te
d
T
ri
al
 B
al
an
ce
 
C
as
h 
T
ra
ns
ac
tio
ns
Se
pt
em
be
r 
15
, 
Se
pt
em
be
r 
15
 to
 S
ep
te
m
be
r 
30
,
19
39
 
19
39
$ 
50
0.
00
 
$ 
5,
59
0.
00
 (
B
) 
$ 
9,
00
0.
00
 (0
7,
00
0.
00
 (
E
)
10
0.
00
 
10
0.
00
 (
D
)
7.
60
9.
66
 
2,
00
5.
00
(A
)
12
,0
00
.5
0 
12
,0
00
.5
0 
(A
)
19
0.
00
 
19
0.
00
(B
)
30
0.
00
6,
00
0.
00
 
1,
00
0.
00
(0
 
50
0.
00
(B
)
1,
53
0.
00
36
0.
00
15
0.
00
10
,0
06
.5
4
1,
86
6.
66
14
,0
05
.5
0(
A
) 
7,
00
0.
00
(E
)
1,0
00
.00
 (C
)
$4
0,
61
3.
36
$ 
2,
00
0.
00
 
2,
00
0.
00
 (C
) 
34
,0
93
.8
6 
5,
00
0.
00
(C
)
90
0.
12
10
,0
00
.0
0
27
,3
87
.6
6*
21
,0
07
.0
4
5,
00
0.
00
(B
)
10
0.
00
(B
)
10
0.
00
(D
)
$4
0,
61
3.
36
 
$3
5,
79
5.
50
 
$3
5,
79
5.
50
D
eb
its
 
C
re
di
ts
$ 
1,
65
0.
00
(1
) 
22
5.
00
 (1
)
4,
00
0.
00
(3
)
$2
1,
00
7.
04
(2
)
1,
87
5.
00
(1
)
4,
00
0.
00
(3
)
21
,0
07
.0
4(
2)
$2
6,
88
2.
04
 
$2
6,
88
2.
04
Tr
ia
l B
al
an
ce
Se
pt
em
be
r 1
5,
 
19
39
$ 
50
0.
00
10
0.
00
7,
60
9.
66
 
12
,0
00
.5
0
19
0.
00
30
0.
00
6,
00
0.
00
3,
18
0.
00
 
  
36
0.
00
37
5.
00
10
,0
06
.5
4
1,
86
6.
66
 
4,
00
0.
00
$4
6,
48
8.
36
$ 
2,
00
0.
00
 
55
,1
00
.9
0 
90
0.
12
10
,0
00
.0
0
21
,5
12
.6
6*
$4
6,
48
8.
36
C
as
h 
in
 b
an
k.
...
...
...
...
...
...
...
...
...
...
..
P
et
ty
 c
as
h.
...
...
...
...
...
...
...
...
...
...
...
...
..
A
cc
ou
nt
s 
re
ce
iv
ab
le
...
...
...
...
...
...
...
A
cc
ou
nt
s 
re
ce
iv
ab
le
—
as
si
gn
ed
..
N
ot
e 
re
ce
iv
ab
le
...
...
...
...
...
...
...
...
...
..
N
ot
e 
re
ce
iv
ab
le
—
of
fic
er
...
...
...
...
.
A
dv
an
ce
s 
to
 s
al
es
m
en
...
...
...
...
...
..
In
ve
nt
or
ie
s:
Sp
ir
it
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
..
w
in
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
B
ee
rs
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
In
ve
nt
or
ie
s—
as
si
gn
ed
...
...
...
...
...
..
In
su
ra
nc
e,
 t
ax
es
, 
an
d 
re
nt
 p
re
­
pa
id
 to
 S
ep
te
m
be
r 3
0,
 19
39
...
L
ife
-in
su
ra
nc
e 
po
lic
y.
...
...
...
...
...
...
.
C
as
h—
sp
ec
ia
l a
cc
ou
nt
...
...
...
...
...
.
L
iq
uo
r 
lic
en
se
 t
o 
Se
pt
em
be
r 
30
,
19
40
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
N
ot
es
 p
ay
ab
le
—
pr
es
id
en
t..
...
...
..
A
cc
ou
nt
s 
pa
ya
bl
e.
...
...
...
...
...
...
...
...
A
cc
ru
ed
 s
al
es
 t
ax
es
...
...
...
...
...
...
...
C
ap
ita
l s
to
ck
...
...
...
...
...
...
...
...
...
...
...
D
ef
ic
it
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
A
cc
ou
nt
s 
pa
ya
bl
e—
se
cu
re
d.
..
.
N
ot
es
 p
ay
ab
le
—
ba
nk
...
...
...
...
...
..
In
te
re
st
 o
n 
lo
an
...
...
...
...
...
...
...
...
...
.
P
et
ty
 e
xp
en
se
s..
...
...
...
...
...
...
...
...
..
Sa
le
s..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
C
os
t o
f s
al
es
...
...
...
...
...
...
...
...
...
...
...
...
*
R
ed
.
ACCOUNTING—NOVEMBER, 1939 85
Memorandum to Accompany the Balance-sheets of the 
Skihigh Liquor Company
I t is not certain that all liabilities outstanding on September 15, 
1939, and September 30, 1939, have been reflected in the balance- 
sheet of those dates. Some which may have been omitted follow:
Accrued sales taxes on the sales made during the period from 
September 15 to September 30, 1939.
Capital-stock taxes.
Cost of appraisal.
Storage charges, etc.
No reserve has been set up to cover losses, allowances, and collection 
costs on the accounts, notes, and advances to salesmen.
Recovery may be had on following items:
The payment of the president’s note of $2,000 if illegally paid. 
A part or all of the cash-surrender value of the life-insurance
policy assigned to the wife of the president.
A refund of a part or all of the $1,000 paid for the liquor license
for the year ending September 30, 1940.
A part or all of the shortage of $1,875 in the inventory at Sep­
tember 15th, if it can be found that this arose through theft by 
bonded employees.
From the balance-sheet of September 15th, it would appear that the 
company was insolvent on that date. Accordingly, the legality of the 
stipulation to deposit customers’ remittances in a special account at 
the bank, from which amounts could be withdrawn only as approved 
by the bank, should be studied. I t  may be found that the deposits 
made in the special bank account and the assignment of the customers’ 
account of $12,000.50 may have been illegal.
The transfer of the assigned inventory of $10,006.54, title to which 
reverted to the distillery of September 28, 1939, may be subject to 
general creditors’ claims, inasmuch as the company was evidently 
insolvent on September 15th when this merchandise was held as 
security against accounts payable.
The balance-sheets are subject to further examination of the ac­
counts and discussion with the attorneys for the receiver.
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No. 4.
Schedule I
Blank Hosiery M ills
Statement of Estimated Inventories and Purchases of Thrown Silk, Valuation of Inventories, 
and Accounts Payable and Amounts Paid for Purchases, by Quarters 
(Valuations at $3 per Dozen)
1940 1941
Quarterly production.................
Deduct inventory at beginning.
3rd
Quarter
4th
Quarter 
4,000 doz. 
2,000
1st
Quarter 
6,000 doz. 
3,000
2nd  
Quarter  
24,000 doz.
12,000
3rd
Quarter 
24,000 doz. 
12,000
Balance............................................ 2,000 doz. 3,000 doz. 12,000 doz. 12,000 doz.
Add—inventory at end of quar­
ter .................................................  2,000 doz. 3,000 12,000 12,000 12,000
Purchases of silk ...........................  2,000 doz. 5,000 doz. 15,000 doz. 24,000 doz. 24,000 doz.
The quarterly production was obtained from item 5 in the problem.
The inventory at the beginning of each quarter “ will be one half of the consumption in the 
succeeding quarter” according to item 11 of the problem.
Value of Inventory at end of
quarter.........................  .......... . $6,000 $ 9,000 $36,000 $36,000 $36,000
Accounts payable at end of
quarter........................................
The amount paid (based on 
terms of 90 days net, accord­
ing to item 6 of the problem)
$6,000 $15,000 $45,000 $72,000 $72,000
$ 6,000 $15,000 $45,000 $72,000
Schedule I I
Blank H osiery M ills
Statement of Estimated Cost of Manufacturing
1940 1941
3rd 4th 1st 2nd 3rd
Quarter Quarter Quarter Quarter Quarter
Opening inventory of raw silk (@
$3 per dozen).  ........................... $ 6,000 $ 9,000 $ 36,000 $ 36,000
Purchases of raw silk (@ $3 per
dozen)........................................... $6,000 15,000 45,000 72,000 72,000
T otal..................................... $6,000 $21,000 $54,000 $108,000 $108,000
Closing inventory (@ $3 per dozen) 6,000 9,000 36,000 36,000 36,000
Raw silk used.................................. $12,000 $18,000 $ 72,000 $ 72,000
Direct labor, dyeing, etc. (@ $2
per dozen).................................... 8,000 12,000 48,000 48,000
Factory overhead............................ 2,000 4,000 9,000 15,000 15,000
Depreciation (2% per quarter on
$180,000)...................................... 3,600 3,600 3,600 3,600
Cost of production.......................... $2,000 $27,600 $42,600 $138,600 $138,600
Quantity manufactured (in dozens) 4,000 6,000 24,000 24,000
Cost per dozen................................. $6.90 $7.10 $5.775 $5. 775
N ote.—The amounts of purchases, opening and closing inventories of raw silk 
were obtained by costing the units shown in Schedule I  a t the rate of $3 per dozen.
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The direct labor, dyeing, factory overhead, and depreciation are shown according 
to item 6 in the problem.
Quantity manufactured is stated in item 5 of the problem.
Schedule I I I
Blank H osiery M ills
Statement of Estimated Cost of Finished Hosiery on Hand Based on Cost a t 
Maximum Production
Quantity
Cost per 
Dozen 
per
Schedule H Amount
1940:
4th quarter......................... $5,775 $ 5,775.00
1941:
1st quarter......................... ......................  1,000 “
"
5,775.00
2nd quarter........................ ......................  4,000 “ 23,100.00
3rd quarter.................. ....... ......................  4,000 “
“
23,100.00
N ote.—The quantity of finished hosiery on hand was obtained from item 12 of 
the problem. The inventory valuation “  will be based upon cost a t maximum produc­
tion” according to item 13 of the problem; such maximum cost shown in Schedule I I  
was $5.775 per dozen.
Schedule I V
Blank Hosiery M ills
Computation of Estimated Sales by Quarters
1940 1941
3rd 4th
Quarter Quarter
1st
Quarter
2nd
Quarter
3rd
Quarter
Opening inventory of hosiery......... 1,000 doz. 1,000 doz. 4,000 doz.
Hosiery produced................................ . 4,000 doz. 6,000 24,000 24,000
T otal.......................................... 4,000 7,000 25,000 28,000
Closing inventory of hosiery........... 1,000 1,000 4,000 4,000
Hosiery sold.......................................... 3,000 6,000 21,000 24,000
Selling price (@ $10 per dozen). . . $30,000 $60,000 $210,000 $240,000
The selling price of $10 per dozen used above is based upon item 9 in the problem, as follows:
80 dozen firsts (80%) @ $12 per dozen............................................................................ $ 960.00
20 dozen seconds (20%) @ $2 per dozen.........................................................................  40.00
Total 100 dozen............................................................................................................... $1,000.00
As one dozen seconds will be sold with every four dozen firsts, the average selling price per 
dozen will be $10.
N ote.— The amount of the opening and closing inventory of hosiery was obtained from item  
12 of the problem. The hosiery produced is given in item 5 of the problem.
Schedule V
Blank H osiery M ills
Computation of Equipment Notes Outstanding and Interest Thereon (at the Rate 
of 6% per Annum)
Equipment
Notes Interest
Outstanding Paid
July 1, 1940, cost of 8 units of knitting machinery...............  $170,000
July 1, 1940, 10% in cash with order....................... $17,000
Aug. 1, 1940, 10% in cash on delivery.....................  17,000 34,000
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Aug. 1, 1940, balance........................................................ .........
Sept. 30, 1940, paid ........................................................................
Dec. 31, 1940, paid ............................................................ ...........
Mar. 31, 1941, paid........................................................................
$136,000
$1,360
2,040
17,000 2,040
Mar. 31, 1941, balance..................................................................
June 30, 1941, paid ........................................................................
$119,000 
17,000 1,785
June 30, 1941, balance 
Sept. 30, 1941, p a id ...
Sept. 30, 1941, balance
$102,000 
17,000 1,530
$ 85,000
N ote.—The above data was obtained from item 2 in the problem.
Schedule V I
Blank Hosiery Mills
Estimate of Collections on Accounts Receivable
Sales
(Schedule
IV)
Uncollected
Balance
Brought
Forward Total
Collections 
(Item 10)
Uncol­
lected
Balance
1940, 4th quarter................... .............. $ 30,000 $ 30,000 $ 20,000 $10,000
1941, 1st quarter.................... .............  60,000 $10,000 70,000 50,000 20,000
1941, 2nd quarter.................. 20,000 230,000 160,000 70,000
1941, 3rd quarter................... 70,000 310,000 230,000 80,000
N ote.—The collections as indicated in item 10 of the problem will be received 30 days after 
shipment and each month’s sales will equal one third of the quarter's sales. For example, in the 
3rd quarter of 1941, the estimated collections will be:
⅔  of sales ($240,000)..................................................................................................  $160,000
Uncollected balance from previous quarter. 70,000
Total.............................................................................................. .....................  $230,000
Blank Hosiery M ills
(a) Statement of Cash Receipts and Disbursements as Projected
Receipts:
Cash investment............................................
Cash balance at beginning of quarter. .  .
Bank loan........................................................
Receipts—accounts receivable (schedule
V I).................................................................
Total receipts.........................................
1940 1941
3rd 4th 1st 2nd 3rd
Quarter Quarter Quarter Quarter Quarter
$100,000
$29,640
25,000
$ 29,225 
25,000
$ 22,435 $ 28,900
20,000 50,000 160,000 230,000
$100,000 $74,640 $104,225 $182,435 $258,900
Disbursements:
For knitting machinery:
10% with order...................... $17,000
10% on delivery..................... 17,000
Auxiliary machinery.....................................
Factory furniture, fixtures, etc..................
Payment on equipment notes (schedule
V ).................................. ................................
Interest on equipment notes (schedule V)
Bank loan repaid...........................................
Interest on bank loan...................................
Direct labor, dyeing, etc..............................
Payments for thrown silk (schedule I ) . .  
Factory overhead........... ..............................
$ 34,000 
8,000 
2,000
2,040
$ 17,000 
2,040
$ 17,000 
1,785
$ 17,000 
1,530
375 750 750
50,000
750
8,000 12,000 48,000 48,000
6,000 15,000 45,000 72,000
4,000 9,000 15,000 15,000
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Selling expense...............................................
General and administrative expense. . . .
Total disbursements........................
Cash balance at end of quarter.....................
$ 20,000 $20,000 $ 20,000 $ 20,000 $ 20,000
3,000 5,000 6,000 6,000 6,000
$ 70,360 $45,415 $ 81,790 $153,535 $230,280
$ 29,640 $29,225 $ 22,435 $ 28,900 $ 28,620
Blank Hosiery M ills 
(b) Balance-sheets as Projected
1940 1941
3rd 4th 1st 2nd 3rd
Quarter Quarter Quarter Quarter Quarter
Assets
Cash, per statement (a )............................... $ 29,640 $ 29,225 $ 22,435 $ 28,900 $ 28,620
Accounts receivable (schedule V I).  -----
Inventories—at cost:
10,000 20,000 70,000 80,000
Thrown silk (schedule I ) ........................ 6,000 9,000 36,000 36,000 36,000
Finished hosiery (schedule I I ) .............. 5,775 5,775 23,100 23,100
Fixed assets..................................................... 180,000 180,000 180,000 180,000 180,000
Less reserve for depreciation..................... 3,600* 7,200* 10,800* 14,400*
Total assets........................................ $215,640 $230,400 $257,010 $327,200 $333,320
Liabilities
Notes payable—banks................................. $ 25,000 $ 50,000 $ 50,000
M achinery................................................... $136,000 136,000 119,000 102,000 $ 85,000
Accounts payable— silk (schedule I ) . . . . 6,000 15,000 45,000 72,000 72,000
Total liabilities.................................. $142,000 $176,000 $214,000 $224,000 $157,000
Net Worth
Capital stock................................................... 100,000 100,000
26,360*
19,240*
100,000
45,600*
11,390*
100,000
56,990*
60,190
100,000
3,200
73,120Quarterly profit or loss,* statement (c ) . . 26,360*
Total liabilities and net w o r th ...  $215,640 $230,400 $257,010 $327,200 $333,320
*R ed.
Blank Hosiery M ills
(c) Statements of Profit and Loss as Projected
1940 1941
Sales (schedule IV )..........................................
Cost of sales:
Opening inventory of finished hosiery 
(schedule I I I ) ...........................................
Cost of production (schedule I I ) ................
T otal.......................................................
Closing inventory of hosiery (schedule III)
Cost of sales.......................................................
Gross profit (loss * ) .........................................
Deduct expenses:
Selling expenses...........................................
General and administrative expenses. .
Total expenses.....................................
Profit (loss *) on operations.........................
Deduct interest paid:
On equipment notes (schedule V) . . . . .  
Bank loans..............................................
Total interest paid.............................
N et profit (loss *) before federal income 
taxes.................. .............................................
3rd
Quarter
4th
Quarter
$30,000
1st
Quarter
$60,000
2nd
Quarter
$210,000
3rd
Quarter
$240,000
$ 2,000 $27,600
$ 5,775 
42,600
$ 5,775 
138,600
$ 23,100 
138,600
$ 2,000 $27,600
5,775
$48,375
5,775
$144,375
23,100
$161,700
23,100
$ 2,000 $21,825 $42,600 $121,275 $138,600
$ 2,000* $ 8,175 $17,400 $ 88,725 $101,400
$20,000
3,000
$20,000
5,000
$20,000
6,000
$ 20,000 
6,000
$ 20,000 
6,000
$23,000 $25,000 $26,000 $ 26,000 $ 26,000
$25,000* $16,825* $ 8,600* $ 62,725 $ 75,400
$ 1,360 $ 2,040 
375
$ 2,040 
750
$ 1,785 
750
$ 1,530 
750
$ 1,360 $ 2,415 $ 2,790 $ 2,535 $ 2,280
$26,360* $19,240* $11,390* $ 60,190 $ 73,120
N ote.—The public accountant should assume the responsibility for the clerical accuracy of 
the statements only. He should not assume any responsibility whatever for the estimates.
Answers to Examinations of May, 1940
Auditing
MAY 16, 1940, 9:00 A.M. to 12:30 P.M.
No. 1.
An importer would ordinarily guard against exchange fluctuations 
by buying for future delivery a sufficient amount of foreign exchange 
to pay his obligations as they mature. Such exchange may be bought 
at the time he places his orders, or at the time he accepts any drafts.
(a) If the importer contracts to purchase foreign exchange for 
future delivery, the entry would be:
Exchange futures purchased.......................................................  $ ..............
Due to exchange broker (bank).......................................... $ ..............
To record the contract to purchase foreign exchange fu­
tures to cover merchandise ordered.
If the orders are not covered by the purchase of foreign exchange 
futures, no entry is necessary, other than the recording of the order 
in a register.
(b) Upon acceptance of the draft, the entry under (a) should be 
reversed, and the purchase should be entered, as follows:
Purchases.......................................................................................  $ ..............
Acceptances payable....................................................................  $ ..............
To record the purchases and the liability thereon.
If foreign exchange futures were not purchased at the time the 
orders were placed, the purchases and acceptances should be recorded 
at the 90 days rate of the date of the acceptance.
(c) At the close of the fiscal year, no entry is necessary as the dol­
lar liability is expressed on the books.
If the liability for the purchases was not covered, and the exchange 
rate has increased, the loss on exchange should be recorded as follows:
Loss on foreign exchange............................................................. $
Reserve for exchange fluctuations......................................  $
To adjust the recorded liability payable in foreign exchange 
to the dollar equivalent a t blank date.
This entry should be reversed at the beginning of the new fiscal 
year.
If the liability for the purchases was not covered, and the exchange 
rate has decreased, no entry should be made.
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(d) When the draft is paid with the foreign exchange purchased 
under (a), the check issued to the exchange broker (or bank) is charged 
to “ acceptances payable.” If the purchases were not covered, the 
difference between the amount paid and the amount recorded should 
be charged or credited to profit or loss on exchange.
No. 2.
(a) The term “ natural business year” is defined by the Natural 
Business Year Council as “ that period of twelve consecutive months 
which ends when the business activities of the enterprise have reached 
the lowest point in their annual cycle.”
(b) I t  begins and ends when operating activities are normally at 
the lowest point in their annual cycle. This generally occurs when the 
inventories, particularly, and the receivables and payables are at their 
minimum.
(c) Its advantages to the client are:
As the business activities are at their lowest point, the inven­
tories can be more readily and accurately taken, without the dis­
ruption of production that might otherwise occur. Also, the 
operating accounts reflect the results of a complete cycle of 
activity and the balance-sheet should present a more favorable 
standing than it would at the peak season.
Its advantages to the public accountant are:
The accountant frequently is enabled to begin the engagement 
more promptly, and to carry on his work in a period of lessened 
business activity. The client’s records should be in better condi­
tion and his accounting staff should be better able to coöperate 
with the auditors. Verification is rendered less difficult, since 
closing at the most logical date makes for fewer incomplete 
processes and operations which involve estimates, provisions, etc.
In addition, since his client’s fiscal closings will be staggered, 
the accountant’s practice will be far less seasonal; he will be in a 
position to carry a larger year-round staff of more experienced 
men, and will be able to render better service to his clients.
Its advantages to others:
The benefit to employees of the public accountant is obvious.
The investing public, banks, and suppliers of credit will benefit 
in that the annual reports and audited statements will be more 
accurate, more representative, and more susceptible to compari­
son with others in the same industries. Credit departments of 
banks and other creditors, federal and state authorities will
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benefit by receiving reports spread over the year rather than 
having most of them crowded into the first few calendar months.
No. 3.
In  either instance, the entry on the author’s books would be: 
Investments.................................................................................
Audit fees (or accounts receivable, if the billing had al­
ready been recorded)................................................ ..
To record the receipt of 100 shares of $100 par value stock 
of Blank Corporation in payment of invoice of blank date.
The entry on the client’s books would be:
(a) If the shares were newly issued:
Auditing expense.........................................................................
Discount on capital stock..........................................................
Capital stock................................................................. ..........
To record the issuance of 100 shares of stock in full settle­
ment of audit fee. (The discount on stock should preferably 
be written off against surplus.)
(b) If the shares were issued from treasury stock account:
Auditing expense.........................................................................
Treasury stock.....................................................................
Profit (loss) on treasury stock (capital surplus).............
To record the payment of audit fee by issuance of 100 shares 
of treasury stock costing blank dollars.
$7,500
$7,500
7,500
2,500
10,000
7,500
At cost 
Difference
The foregoing entries reflect the audit expense at $7,500, which is 
the amount of the fee billed, and reflect the stock discount and profit 
or loss elsewhere in the accounts; any other treatment would mis­
state the operating expenses.
(c) There would appear to be no ethical objection to such an ar­
rangement if:
(1) The audit fee was properly $7,500.
(2) The fair value of the stock was $7,500.
(3) The 100 shares did not represent a substantial portion of the
client’s capital.
(4) The arrangement did not work to the disadvantage of any of
the other stockholders.
(5) The arrangement was made after the completion of the audit
and the audit report.
No. 4.
This method of amortization should not be approved. The leasehold 
should be amortized to operations on the basis of tons mined, as other­
wise the mineral deposit might well be exhausted long before the
expiration of the lease, when the property would presumably be of 
little or no value.
The rate of amortization should be $150,000÷ 3,000,000, or 5¢ per 
ton (assuming that the entire coal deposits could reasonably be ex­
pected to be mined within the 20-year period).
If no coal is mined during a number of years, one twentieth of the 
cost should be written off in each of those years. Later, when opera­
tions are resumed, the unamortized balance should be written off 
over the tonnage that is estimated to be removed during the remaining 
life of the leasehold.
No. 5.
(a) In case depreciation has been provided on individual units of 
property, plant and equipment based on estimates of their respective 
lives:
(1) When any unit of plant and equipment is sold, retired, or other­
wise disposed of, the amount of the depreciation accumulated 
since acquisition should be charged against the reserve 
account.
(2) When major repairs, improvements, renewals, or extensive re­
conditioning expenses are incurred which materially extend 
the life of the assets, such costs may be charged to the reserve 
account, if such practice is the policy of the company.
(3) When depreciation provisions made in the past are found to be
excessive, such adjustments necessary to correct the pro­
visions should be made to the reserve account.
(b) In case fixed assets are grouped in broad general classes on 
each of which depreciation is provided at composite rates:
(If the costs and the acquisition dates of these assets can be 
correctly ascertained, the answer to (b) is the same as (a))
(1) When the estimated life of any asset has expired, the cost of
such asset should be charged against the reserve account.
(2) Same as (2) above.
(3) Same as (3) above.
No. 6.
If there is an acknowledged and undeniable excess in the deprecia­
tion or depletion reserves, it would appear to be permissible to transfer 
the amount of the excess to surplus and to pay cash or stock dividends 
to the extent of the surplus available. I t  is unusual to declare the 
dividends from the reserves without first transferring the excess to
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the surplus account, although it has been done occasionally by mining 
companies.
The payment of a cash dividend affects the financial position of the 
company inasmuch as the cash position (current assets) and the net 
worth are reduced by the amount of such payment. The payment of a 
stock dividend does not affect the financial position, as the transaction 
results in only transferring an amount from surplus available for 
dividends to permanent capital.
No. 7.
In general, the recommended procedures referred to in the question 
would be impracticable and unreasonable if they would be too ex­
pensive for the probable results obtainable (when compared with the 
degree of vertification obtainable by other more practicable methods), 
or if they would be inconclusive. The term “ expensive” refers not 
only to audit time and cost, but also to disturbance of the client’s 
operations, adverse effect on his business, unjustifiable delay in 
completion of the report, etc.
In the case of a department store, mail-order house, public utility, 
or a chain of stores with a large number of small accounts, circulariza­
tion of all of the receivables would hardly be practicable. Similarly, 
in a chain of retail stores, filling stations, etc., it would not be prac­
ticable to supervise the inventory taking at all locations.
I t  should be noted that in most instances a sample or test circular­
ization or inventory taking will be practicable; and generally, the 
larger the organization, the better the internal control, so that a smaller 
percentage will suffice as an adequate test, so long as the sample is 
wisely selected.
Supervision of inventory taking would be inconclusive in a situa­
tion wherein the inventory was commingled with similar merchandise 
belonging to customers and others (consigned goods, etc.) and which 
was not readily distinguishable from the client’s merchandise, or for 
dealers in precious gems, and manufacturers of heavy construction 
(especially work-in-process inventories).
No. 8.
The consolidated balance-sheet of Company A and its subsidiary 
Company B may contain the following items which do not appear 
on the balance-sheets of the constituent companies:
Minority interest
The book value of the 20 per cent of Company B held by 
outsiders.
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Goodwill or surplus arising from consolidation 
If the cost of the stock of Company B held by Company A 
exceeded the book value of such stock at the date of acquisi­
tion, the excess is generally regarded as a payment for goodwill. 
If, however, the cost of such stock was less than the book value, 
the difference represents surplus arising from consolidation. 
(Under some circumstances, such difference is actually a valua­
tion reserve against certain of Company B’s assets, and should 
properly be so shown.)
Reserve for intercompany profits (in inventories or plant)
If the inventory or fixed assets of either company includes 
items on which the other company recorded a profit, a reserve 
should be established in consolidating the statements.
No. 9.
 (a) Under these circumstances Company A’s surplus (and the con­
solidated surplus) includes a profit of $2,500 which has not been real­
ized from the standpoint of the consolidation as the merchandise re­
mains in the consolidated inventory. Accordingly, the inventory 
should be reduced by $2,500, by a charge against surplus in the con­
solidated balance-sheet, and a charge against operations in the con­
solidated profit-and-loss statement. The resulting credit is generally 
made to a reserve for intercompany profit in inventory.
(b) If Company B had made the $2,500 profit, the consolidated 
surplus would include only $2,000 of unrealized profit, since Company 
A will take up only 80 per cent of Company B’s profit in consolida­
tion. Accordingly, the inventory should be reduced by only $2,000.
From another viewpoint, arguing that the inventory is still over­
stated by $2,500 on a consolidated basis, some accountants would 
reduce it by $2,500.  
No. 10.
Steps to be taken in the examination of the current liabilities of a 
mercantile or manufacturing concern:
(1) Confirm the balances of notes payable, loans payable, liability
to affiliated persons or firms, other major or unusual items, 
and, if practicable, of trade accounts payable.
(2) Sight notes paid during the period, verify payment of interest,
and the provision for accrued interest.
(3) Obtain a list of accounts payable, compare with the detail record
maintained, and reconcile the total with the control account.
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(4) Examine the available creditors’ statements in verification of
the accounts payable.
(5) Ascertain whether any of the firm’s assets are hypothecated
with note holders, trade creditors, etc., and obtain confirma­
tions from the holders thereof.
(6) Verify the adequacy of the provisions for taxes; sight tax bills
paid during the period and the returns filed and/or examined.
(7) Ascertain that salaries and wages accrued since the close of the
last payroll period have been recorded as accrued.
(8) Determine that provision has been made for any amounts pay­
able under bonus or profit-sharing arrangements.
(9) Review the disbursements subsequent to the audit date for
any unrecorded liabilities.
(10) Inquire into the existence and nature of purchase commitments,
contracts, or orders.
(11) Inquire into the existence of pending lawsuits, damage claims,
judgments, etc., and ascertain what provision has been made 
for any liability thereunder.
(12) Obtain a certificate as to liabilities from a responsible official
of the company.
(13) Examine receiving records at the close of the period to deter­
mine that the liabilities for merchandise included in the in­
ventory have been recorded.
(14) Check accruals for expenses, freight payable, and the compu­
tation of unpaid salesmen’s commissions.
(15) Examine the minutes for any dividends declared but unpaid.
(16) Ascertain that any current maturity of serial bonds or similar
obligations are shown as current liabilities.
No. 11.
(a) December 3 1 , 1938
Capital stock—authorized and outstanding, 10,000
shares reduced from $100 to $10 per share.............  $100,000
Capital surplus—arising from the reduction of par
value from $100 to $10 per share............................. $900,000
Less—Deficit written off on January 1, 1938.. 750,000 150,000
Earned surplus:
N et profit for the year, 1938..................................  $125,000
Less—dividends a t $6 per share........................  60,000 65,000
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(b) December 31, 1939
Capital surplus—authorized and outstanding,
10,000 shares of a par value of $10 each..........  $100,000
Capital surplus.............................................................  150,000
Earned surplus, since January 1, 1938:
Balance a t January 1, 1939....................................  $ 65,000
Add—net profit for the year, 1939........................ 95,000
T otal......................................................................  $160,000
Deduct—dividends a t $6 per share......................  60,000 100,000
(c) Thereafter.........................................................................
The earned surplus should continue to be shown as
earned since January 1, 1938.
No. 12.
(a) The bad-debt provision may be considered a general and ad­
ministrative expense when the grading of credits is a matter of ad­
ministrative policy; that is, that the credit department which is 
responsible for such losses is a unit of the general and administrative 
department.
(b) The bad-debt provision is sometimes classed as a selling expense 
because the bad debt is the result of a sale; or the sales department, or 
the individual salesmen themselves, may pass on or be responsible for 
credits. Also, a liberal credit policy may be adopted for the purpose 
of pushing sales.
(c) If the term “ financial expense” is used as referring to costs of 
borrowed money, it is a little difficult to justify the inclusion of bad 
debts thereunder, except possibly by the argument that money costs 
are closely akin to the costs of converting sales into money—such costs 
as sales discounts, bad debts, exchange, and other bank charges. 
Also, the credit department is often a unit of the treasurer’s department.
Not infrequently, interest expense, sales discount, and bad debts 
are grouped as “ Other expenses” or “ Other deductions” in the in­
come statement immediately below “Net operating income.”
(d) The bad-debt provision is sometimes shown as a deduction 
from gross sales on the theory that a sale is not a sale until it has been 
collected. The similar theory is followed when the reserve for bad 
debts is deducted from the accounts receivable to indicate the amount 
expected to be collected on those accounts.
No. 13.
(a) The consignor ordinarily keeps memorandum accounts (not 
necessarily in the general ledger) of consignments out, showing the
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consigned prices, freight and shipping expenses paid by the consignor 
and, in some cases, the cost of the goods.
Consigned goods should be recorded on the books of the consignor 
at the consigned price, by a memorandum entry as follows (the entry 
is reversed when the sale is reported):
X, consignee..................................................................................  $ ..............
Consignment sales................................................................. $ ..............
To record consignment to X.
If a book inventory is maintained in the general ledger, the follow­
ing additional entry should be made:
Consigned goods inventory.........................................................  $
Finished goods inventory..................................................... $
To record the cost of goods consigned to X.
On the balance-sheet the consigned goods should be valued at the 
lower of cost or market (or other acceptable basis consistently followed 
by the company),, plus freight and delivery expenses paid by the 
consignor.
(b) The consignee should make the following memorandum entry, 
at the consigned price:
Consignments received.................................................................  $
Y, consignor........................................................................... $
To record goods received from Y on consignment.
He should charge the consignor with all expenses incurred in his 
behalf and credit him with the proceeds of sales, less commissions, and 
render reports of such sales and expenses in accordance with the agree­
ment between them. As the consignee does not own the consigned mer­
chandise, he should not include it in his inventory or balance-sheet.
Procedures to be followed in auditing the consignor’s books:
(1) Obtain confirmation from the consignee of quantities held.
(2) Examine the shipping records, paid freight bills, etc., as proof
of shipment and verification of expenses included in in­
ventory.
(3) Trace into subsequent period for settlement, and ascertain
whether the net proceeds exceed the carrying value.
(4) Determine whether the valuation is proper by verification of the
cost and market value.
Procedures to be followed in auditing the consignee’s books:
(1) Determine that the consigned goods are not included in the 
inventory.
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(2) If possible, make a physical examination of such goods at the
balance-sheet date; otherwise make examinations at the 
audit date and reconcile to the balance-sheet date by appli­
cation of intervening transactions.
(3) Determine the existence of the liability for any goods sold and
not remitted for from the above reconciliation; also by 
examining disbursements subsequent to the balance-sheet 
date and copies of the settlements.
(4) Ascertain that the expenses paid in connection with the goods
unsold are properly recorded as a receivable or deferred 
charge, as the case may be.
No. 14.
(1) Obtain, or prepare, a list of the “ authorizations” or work or­
ders showing those uncompleted at the beginning of the audit period 
and those later approved. This list should be in numerical or chrono­
logical order and should show:
(1) Number
(2) Date of authorization
(3) Description
(4) Authorized estimate
(5) Amount expended:
(a) To the beginning of the period
(b) During the period
(c) Total of (a) and (b)
(6) The amount over- or underexpended
(7) Amounts transferred to:
(a) Property account
(b) Reserves
(c) Operations
(8) Balance in the construction account
(9) Degree of completion
(10) Estimated additional cost to complete
(11) Remarks
(2) Examine the “ authorizations” for their approval and the pro­
priety of the accounts to be charged or credited. Also, check against 
the list under (1).
(3) Check the authorizations against the minutes.
(4) Examine the procedures followed in recording the issue of 
materials, supplies, and the distribution and accounting for payrolls.
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Also ascertain whether any overhead is included, and determine whether 
any such charges are proper.
(5) Vouch a sufficient number of orders with outside invoices, ma­
terial and supply issues, payrolls, etc.
(6) Examine the treatment of any excess of expenditures over 
appropriations.
(7) Examine the method of determining the degree of completion 
of the work and the estimated additional cost to complete.
(8) Ascertain that any sold or retired plant or equipment and the 
accumulated depreciation thereon has been eliminated from the 
accounts.
\Accounting Theory and Practice—Part I 
MAY 16, 1940, 1:30 P.M. to 7:30 P.M.
No. 1.
(a) and (b) Statement showing the details of unit costs for the two 
years:
Tons produced.....................................
Amount Cost per Ton
Actual
Increase
Per
Ton
Per
Cent1938
175,000
1939
110,000
1938 1939
Expenses:
Variable:
Direct labor................................. . $ 472,500 $ 401,500 $ 2 .70 $ 3.65 $ .95 35.2
Indirect labor.............................. 346,500 286,000 1.98 2 .60 .62 31.3
Supplies, etc................................. 708,750 479,600 4.05 4 .36 .31 7.7
Depletion...................................... 262,500 165,000 1.50 1.50
Total variable expenses......... . $1,790,250 $1,332,100 $10.23 $12.11 $1.88 18.4
Fixed:
Salaries, etc.................................. . $ 217,000 $ 233,200 $ 1.24 $ 2.12 $ .88 71.0
Depreciation................................ 227,500 247,500 1.30 2.25 .95 73.1
Other fixed expenses.  .............. 400,750 374,000 2.29 3.40 1.11 48.5
Total fixed expenses.............. . $ 845,250 $ 854,700 $ 4.83 $ 7.77 $2.94 60.8
Total variable and fixed expenses.. . . $2,635,500 $2,186,800 $15.06 $19.88 $4.82 32.0
From the above statement it will be seen that unit labor costs in­
creased approximately “ 33 to 40 per cent” and that the unit cost of 
supplies and other production expenses increased “about 10 per cent.” 
These points serve to confirm the statement that much less coal was 
mined during the year 1939 because of the slow-down strike.
As the average production of the three preceding years (175,000 tons) 
is considered normal, the fixed overhead should have been applied on 
the basis of 175,000 tons, and not 110,000 tons. The difference between 
the fixed overhead rates used by the company, and as adjusted to a 
basis of normal production is shown below:
Rate per Ton,
Based on Production of:
Fixed expenses—1939 Amount 110,000 Tons 175,000 Tons Decrease
Salaries (superintendents, plant
clerks, e tc.)............................... $233,200 $2.12 $1,333 $ .787
Depreciation........ ....................... 247,500 2.25 1.414 .836
Other fixed expenses................... 374,000 3.40 2.137 1.263
Totals................................ $854,700 $7.77 $4,884 $2,886
If the fixed expenses had been applied upon the basis of the $4.884 
rate instead of $7.77, there would have been $317,460 of unabsorbed 
expenses, as shown below:
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Fixed expenses, per above 
Fixed expenses absorbed..
Amount Rate per ton 
$854,700 $7.77
537,240 4.884
. Amount unabsorbed.................................... $317,460 $2,886
The unabsorbed amount of $317,460 should be charged to profit and 
loss.
The valuation of the inventory of 25,000 tons on hand on December 
31, 1939, should be reduced by $2.886 per ton, or a total of $72,150.
(c) Fixed expenses remain substantially the same, regardless of 
variations in volume. They should be applied on the basis 
of normal production. Any unabsorbed fixed expenses due to 
abnormal production should be charged separately to profit 
and loss. Overabsorbed burden is generally carried as a credit 
to be used to offset any unabsorbed expenses in subsequent 
periods.
Variable expenses are those which vary more or less with production 
volume. They should therefore be charged as a cost of production.
No. 2.
I t will be noted that the ore reserves at the beginning of the year, 
per books, were set at 10,000,000 tons which were carried at a valu­
ation of $8,000,000, or 80¢ per ton. I t  will be further noted that the 
engineer’s survey at the end of the year indicated a total of 13,400,000 
tons. The depletion charge for the current year’s production, and the 
adjustment in the inventories at the beginning of the year may be
calculated somewhat as follows:
Ore reserves a t the end of the year.................................... 13,400,000 tons  
Add—production during the year........................ .............  2,500,000
Ore reserves a t the beginning of the year.........................  15,900,000 tons
Book value a t the beginning of the year........................... $8,000,000
Depletion, per ton ($8,000,000 ÷ 15,900,000 tons)............. 50.31447¢
Excess depletion in opening inventories— Ore Copper
Rate charged (per ton )....................................................  80.00000¢
Adjusted ra te ..................................................................... 50.31447
Excess charged (per ton ).................................................  29.68553¢
As the yield is 30 pounds of copper per ton of ore, the 
excess depletion per pound of copper is (29.68553¢
÷ 30)...........................................................................  .989518¢
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Total amount of adjustment:
Ore—100,000 tons a t 29.68553¢ per ton....................  $29,685.53
Copper—30,000,000 lbs. a t .989518¢ per lb................. $296,855.30
The adjustment for depletion computed above is considered in the 
statements on page 175, which are based upon:
(1) The first-in, first-out basis
(2) The last-in, first-out basis, and
(3) The average-cost basis.
The closing inventories under (1) should be valued at the cost of 
production during the year, under (2) at the cost used in the opening 
inventory up to the amount of the opening inventory, plus any excess 
at production cost during the year, and under (3) at the average cost 
during the year.
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No. 3. Schedule I
Arnett, J ensen , F oltz and W h ite
Statement Showing Computation of Adjustment of Depreciation for the Three Years Ended
December 31, 1939
Amount Rate 1937 1938 1939
Frame buildings
December 31, 1936.................................... $14,800.00 3 % $444.00
Additions, 1937 ..........................................  9,600.00 1½  144.00
December 31, 1937.................................... $24,400.00 3 $ 732.00
Additions, 1938..........................................  1,000.00 1½  15.00
December 31, 1938...................................  $25,400.00 3 $ 762.00
Additions, 1939 ..........................................  800.00 1½  12.00
December 31, 1939.................................... $26,200.00 $588.00 $ 747.00 $ 774.00
Adjustment to increase rate to 5%  per
annum......................................................    392.00 498.00 516.00
Total as adjusted........................................ $980.00 $1,245.00 $1,290.00
Sundry equipment
December 31, 1936.................................... $ 3,900.00 6 % $234.00
Additions, 1937..........................................  900.00 3 27.00
December 31, 1937...................................  $ 4,800.00 6 $ 288.00
Additions, 1938..........................................  400.00 3 12.00
December 31, 1938.................................... $ 5,200.00 6 $ 312.00
Additions, 1939..........................................  1,000.00 3 30.00
December 31, 1939...................................  $  6,200.00 $261.00 $ 300.00 $ 342.00
Adjustment to increase to 10% per
annum......................................................  174.00 200.00 228.00
Total, as adjusted.....................................  $435.00 $ 500.00 $ 570.00
Schedule I I
Arnett, J ensen, F oltz and White 
Statement Showing Adjustment of Profits for the Three Years
Ended December 31, 1939
Per books............................
1937
............................  $ 6,500.00
1938
$ 7,300.00
1939
$ 8,200.00
Add:
Drawings:
A rnett......................... ............................  $ 1,800.00 $ 2,400.00 $ 3,000.00
Jensen......................... ............................  1,800.00 2,400.00 3,000.00
Foltz............................ ............................  1,800.00 2,400.00 3,600.00
W hite.......................... ............................  1,800.00 2,400.00 3,000.00
Total drawings. . .. ............................  $ 7,200.00 $ 9,600.00 $12,600.00
Electric sign written off. ...........................  $ $ 600.00 $
Inventory of supplies.. . ........................  $ $ $ 122.00
8
8
8
8
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Depreciation, per books (schedule I ) :
Frame buildings.................................. . .  $ 588.00 $ 747.00 $ 774.00
Sundry equipment.............................. 261.00 300.00 342.00
Total depreciation, per books.. . . . .  $ 849.00 $ 1,047.00 $ 1,116.00
T otal............................................. . .  $14,549.00 $18,547.00 $22,038.00
Deduct:
Depreciation, as adjusted (schedule I ) :
Frame buildings........................ $ 980.00 $ 1,245.00 $ 1,290.00
Sundry equipment...................... 435.00 500.00 570.00
Depreciation, as adjusted........ . $ 1,415.00 $ 1,745.00 $ 1,860.00
Depreciation on sign written o ff .. 30.00 60.00
Additional bad debt provision... 750.00 452.00 1,498.00
Total deductions................... $ 2,165.00 $ 2,227.00 $ 3,418.00
Profit, as adjusted............................. $12,384.00 $16,320.00 $18,620.00
Distributed, as follows:
A rnett.............................................   15% $ 1,857.60 $ 2,448.00 $ 2,793.00
Jensen.............................................   30 3,715.20 4,896.00 5,586.00
Foltz................................................ . 35 4,334.40 5,712.00 6,517.00
W hite.............................................. . 20 2,476.80 3,264.00 3,724.00
Totals...................................... . 100% $12,384.00 $16,320.00 $18,620.00
Schedule I I I
(b) Arnett, Jensen , Foltz and White
Statement of Partners’ Capital Accounts, After Adjustment for the Three Years 
Ended December 31, 1939
Arnett Jensen Foltz White Together 
Profit-and-loss ratio 15% 30% 35% 20% 100%
Original investment, January 1,
1937..................................... .. $ 9,000.00 $14,000.00 $15,000.00 $10,000.00 $48,000.00
Add profit for year, 1937 (sched­
ule I I ) ..........................................  1,857.60 3,715.20 4,334.40 2,476.80 12,384.00
T otals.................................  $10,857.60 $17,715.20 $19,334.40 $12,476.80 $60,384.00
Deduct drawings for year, 1937 1,800.00 1,800.00 1,800.00 1,800.00 7,200.00
Balances, December 31, 1937. . $ 9,057.60 $15,915.20 $17,534.40 $10,676.80 $53,184.00 
Add profit for year, 1938 (sched­
ule I I ) ..........................................  2,448.00 4,896.00 5,712.00 3,264.00 16,320.00
Totals.................................. $11,505.60 $20,811.20 $23,246.40 $13,940.80 $69,504.00
Deduct drawings for year, 1938 2,400.00 2,400.00 2,400.00 2,400.00 9,600.00
Balances, December 31, 1938. . $ 9,105.60 $18,411.20 $20,846.40 $11,540.80 $59,904.00 
Add profit for year, 1939 (sched­
ule I I ) .......................................... 2,793.00 5,586.00 6,517.00 3,724.00 18,620.00
T otals.................................  $11,898.60 $23,997.20 $27,363.40 $15,264.80 $78,524.00
Deduct drawings for year, 1939 3,000.00 3,000.00 3,600.00 3,000.00 12,600.00
Balances, December 31, 1939. . $ 8,898.60 $20,997.20 $23,763.40 $12,264.80 $65,924.00
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Schedule I V
As s e t s , J ensen, Foltz and White 
Statement Showing Calculation of Goodwill—December 3 1 , 1939
Average annual profit (schedule I I ) ;
For the year, 1938............................................................................  $ 16,320.00
For the year, 1939............................................................................  18,620.00
T otal...............................................................................................  $ 34,940.00
Average........................................................................................... $ 17,470.00
Deduct 10% of the firm’s capital a t January 1, 1939 (schedule III)
(10% of $59,904)..................................................................................  5,990.40
Excess of the average annual profit for the years 1938 and 1939 over 
10% of the firm’s capital a t January 1, 1939...................................  $ 11,479.60
Value of goodwill—determined by capitalizing the above excess 
($11,479.60) on the basis of an annual 10% return ......................... $114,796.00
Schedule V
(a) Arnett, J ensen, Foltz and White
Statement Showing the Calculation of the Amount Due to the Retiring Partner, 
Mr. White 
December 31, 1939
Balance in Mr. White’s capital account (schedule I I I ) ........................  $12,264.80
Share of goodwill (20% of $114,796) (schedule IV )..............................  22,959.20
T otal.................................................................................................  $35,224.00
No. 4.
J ones M anufacturing Company 
Explanatory Journal Entries
July 1, 1939 
(1)
Earned surplus....................................................................... $12,000.00
Reserve for retirement of preferred stock.................
To set aside 20% of the net earnings after providing for 
income taxes and dividends paid on preferred stock for 
the fiscal year ended June 30, 1939, as follows:
N et profit for the year (after income 
taxes)..................................................  $67,000.00
Deduct dividends paid on preferred 
stock........................................ ........  7,000.00
$12,000.00
Balance...............................................  $60,000.00
20% thereof.................................... $12,000.00
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(2)
Sinking-fund cash.................................................................
Cash................................................................................
To set aside in a special fund an amount equivalent to 
that reserved for the retirement of preferred stock.
September 30, 1939
(3)
Cash........................................................................................
Sinking-fund cash.........................................................
To restore the amount paid for 760 shares of preferred 
stock to the cash account; this amount should have 
been paid from the sinking-fund cash.
(4)
Preferred stock......................................................................
Capital surplus (discount on preferred stock can­
celed) ..........................................................................
Preferred stock purchased..................... .....................
To record the cancellation of preferred stock and the 
capital surplus arising therefrom, as shown below.
Number Price
Date of purchase of shares per share Amount
July 6, 1939.................... 200 $ 9 .0 0  $1,800.00
August 31, 1939 ............. 520 10.00 5,200.00
Totals.......................... 720 $7,000.00
Par value ($10 per share)........................  7,200.00
Discount on stock purchased..............  $ 200.00
(5)
Capital surplus (discount on preferred stock)..................
Preferred stock held for retirement and calcellation. . . .
Preferred stock purchased...........................................
T o transfer the uncanceled preferred stock held to 
“ Preferred stock held for retirement and cancellation” 
and to write off the premium paid.
(6)
N et profit (dividends received)...........................................
N et profit...............................................................................
Preferred dividends paid ..............................................
Earned surplus..............................................................
To charge the preferred dividends paid to net profit 
and to transfer the balance in the net-profit account to 
earned surplus.
$12,000.00
$12,000.00
7,500.00
7,500.00
7,200.00
200.00
7,000.00
$ 100.00 
400.00
$ 500.00
133.00
11,117.00
1,750.00
9,500.00
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Note.—The preferred dividends amounting to $1,750 
shown in the balance-sheet of September 30, 1939, ap­
parently covered a quarterly dividend of 17½¢ per share 
on 10,000 shares, including the 760 shares held by the 
company. T hat portion applying to the 760 shares 
amounting to (760 times 17½¢), $133, is assumed to have 
been taken up as a  credit to net profit; hence, the ad­
justed net profit should be ($11,250 less $133), $11,117.
J ones Manufacturing Company 
Balance-sheet Working Papers—September 30, 1939
Adjustments
Cash................................................
Per
Books
$ 90,000
Debit
$ 7,500 (3)
Credit 
$12,000 (2)
As
Adjusted 
$ 85,500
Other current assets..................... 28,000 28,000
Fixed assets, less depreciation. . . 140,000 140,000
Deferred charges........................... 5,000 5,000
Goodwill......................................... 50,000 50,000
Preferred dividends paid.............. 1,750 1,750 (6)
Sinking-fund cash..........................
Preferred stock held for retirement
12,000 (2) 7,500 (3) 4,500
and cancellation.........................
Preferred stock purchased........... 7,500
400(5)
7,000 (4)
400
500(5)
$322,250 $313,400
Current liabilities, including all
taxes............................................ $ 15,000 $ 15,000
7% cumulative preferred s to ck .. 100,000 $ 7,200 (4) 92,800
Common stock............................... 100,000 100,000
Capital surplus.............................. 30,000 100(5) $ 200 (4) 30,100
Earned'surplus.............................. 66,000 12,000 (1) 9,500 (6) 63,500
N et profit....................................... 11,250 133 (6) 
11,117 (6)
Reserve for retirement of pre­
ferred stock................................ 12,000 (1) 12,000
$322,250 $50,450 $50,450 $313,400
The journal entries and the working papers are not required by the problem; they 
are given here for explanatory purposes only.
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Exhibit B
(b) Jones Manufacturing Company
Statement of Surplus Accounts for the Fiscal Year Ended June 30, 1939, and the Quarter 
Ended September 30, 1939
Capital surplus:
Balance, June 30, 1939........................................................  $30,000.00
Add—discount on preferred stock purchased:
Par value of 760 shares...................................................  $ 7,600.00
C ost.............................................................................. ........  7,500.00 100.00
Balance, September 30, 1939.............................................
Earned surplus:
Balance, June 30, 1938........................................................
Add—net profit for the year ended June 30, 19 3 9 ....
T otal.................................................................................
Deduct:
Preferred dividends paid on 10,000 shares at 70¢ per 
share..................................................................................
Appropriated to reserve for retirement of preferred 
stock account.................................................................
Balance, June 30, 1939........................................................
Add—net profit for the quarter ended September 30,
1939.......................................................................................
Less—preferred dividends paid on 9,240 shares at 
per share.............................................................. 
Balance, September 30, 1939.............................................
$ 7,000.00
12,000.00
$ 6,000.00  
67,000.00
$73,000.00
19,000.00
$11,117.00
$54,000.00
1,617.00 9,500.00
$30,100.00
$63,500.00
Reserve for retirement of preferred stock:
Appropriated from net profits for the year ended June
30, 1939................................................................................  $12,000.00
N ote—An alternative method would be to restore $7,500 to earned surplus from the reserve 
for retirement of preferred stock. If this method were used, the balance in the reserve account 
and the sinking fund would both be in agreement.
(a) Jones Manufacturing Company 
Balance-sheet, September 30, 1939
Assets
Current assets:
Cash............................................................ ....................................................
Other current assets....................................................................................
Sinking-fund cash (see note):
Set aside for the retirement of preferred stock ...................................
Deduct cost of 760 shares purchased....................................................
Deferred charges..............................................................................................
Fixed assets, less depreciation.....................................................................
Goodwill.............................................................................................................
Total assets...........................................................................................
Exhibit A
$ 85,500.00 
28,000,00 $113,500.00
$ 12,000.00
7,500.00 4,500.00
5,000.00
140,000.00
50,000.00
$313,000.00
Liabilities and Net Worth
Current liabilities, including all taxes.......................................................  $ 15,000.00
N et worth:
Capital stock:
7% cumulative preferred stock of a par value of 
$10 per share (see note):
• Authorized.......................................................  20,000 $200,000.00
Deduct: Unissued..........................................  10,000 $100,000.00
Retired and canceled...................  720 7,200.00
Held for retirement and cancel­
lation............................................ 40 400.00
Total deductions........................................ 10,760
Outstanding.....................................................  9,240
Common stock of no par value:
Authorized and outstanding....................... 50,000
107,600.00 
$ 92,400.00
100,000.00
Capital surplus (exhibit B )............................................ .......................... 30,100.00
Earned surplus (exhibit B ) ....................................................................... 63,500.00
Reserve for retirement of preferred stock............................................  12,000.00
Total net worth................................................................................... 298,000.00
Total liabilities and net w orth...................................................  $313,000.00
ACCOUNTING—MAY, 1940 111
N ote.— In accordance with the articles of incorporation the company is required, on or before 
September 1, 1938, and on or before the first day of September in each year thereafter, as long 
as any shares of preferred stock remain outstanding, to set aside from its profits as a reserve for 
the retirement of shares of preferred stock an amount equal to not less than 20 per cent of its 
net earnings for the fiscal year then last expired, after providing for federal income taxes and 
after deducting the amount of dividends paid on the preferred stock during such fiscal year. The 
equivalent of the amount so reserved shall be deposited in a sinking fund. The amounts so set 
aside in the sinking fund shall be applied by the company not later than October 31st in the 
same year to the redemption of outstanding shares of preferred stock called or purchased in the 
open market at a price not to exceed $12.50 per share. Preferred stock purchased for the sinking 
fund shall not be reissued and shall be forthwith canceled.
No provision has been made for any amount to be set aside from the profits for the year 
ending June 30, 1940.
No. 5.
City of Q 
Tuition Fund
Journal entries—August 31, 1939 
(1)
Taxes receivable— 1938/1939 le v y ...............................................................
Reserve for taxes— 1938/1939 lev y ......................................................
To record the tax assessments for the year ending August 3 1 ,  1939.
(2)
Reserve for taxes— 1938/1939 lev y ..............................................................
Current surplus..........................................................................................
T o  record the excess of collections of the 1938/1939 levies over the 
estimate, as follows:
Amount collected............................................................  $36,230.96
Estimate............................................................................  34,440.00
Excess............................................................................ $ 1,790.96
$45,043.00
$45,043.00
1,790.96
1,790.96
(3)
Reserve for taxes—prior levies.................................................. ...................
Current surplus.........................................................................................
To record the excess of collections of taxes of prior levies over the 
estimate, as follows:
Amount collected............................................................ $ 1,480.00
Estimate............................................................................  1,440.00
40.00
40.00
Excess............................................................................ $ 40.00
(4)
Reserve for taxes— 1938/1939 lev y .....................................................
Reserve for taxes—prior levies.............................................................
Reserve for uncollectible taxes— 1938/1939 lev y ........................
Reserve for uncollectible taxes—prior levies................................
To transfer from the reserves for taxes to the reserves for uncol­
lectible taxes the amounts considered uncollectible, as follows:
1938/1939 levy:
Receivables...............................................  $8,812.04
Doubtful (20% )......................................  $1,762.41
Prior levies:
Receivables...............................................  $2,120.00
Doubtful (80% )......................................  $1,696.00
1,762.41
1,696.00
1,762.41
1,696.00
N ote.—The-distinction between reserves for taxes and reserves for uncollectible taxes is that 
the former represents future revenue deemed collectible, and the latter represents the amount 
considered doubtful of collection. It will be noticed in the balance-sheet that the total of the 
two reserves equals the amount of the respective receivables.
Maintenance Fund
Taxes receivable— 1938/1939 le v y ................................................................ $11,367.00
Reserve for taxes— 1938/1939 lev y ................ _.................................... $11,367.00
To record the tax assessments for the year ending August 31, 1939.
(6)
Reserve for taxes— 1938/1939 le v y ..............................................................
Current surplus.................................................................... ...................
To record the excess of collections of the 1938/1939 levies over the 
estimate, as follows:
Amount collected..............................................................  $9,492.44
Estimate............................................................................... 8,985.00
507.44
507.44
Excess............................................................................... $ 507.44
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Current surplus................................................................................................... $
Reserve for taxes—prior levies.............................................................
To charge surplus account with the amount of the excess of the 
estimated over the actual collections of taxes of prior levies, as
40.00
$ 40.00
follows:
Estimates.............................................................................  $ 360.00
Amount collected..............................................................  320.00
Excess............................................................................... $ 40.00
(8)
Fuel, supplies, janitor, etc...............................................................................
Audited vouchers......................................................................................
Current surplus....., ................................................. , ..............................
To record the invoice for repairs to the school building made during 
the month of August, 1939 ($1,300), and to close out the unex­
pended balance of the expense account to current surplus.
(9)
Reserve for taxes— 1938/1939 le v y ...............................................................
Reserve for taxes— prior levies................................................ .....................
Reserve for uncollectible taxes— 1938/1939 le v y ............................
Reserve for uncollectible taxes— prior lev ies....................................
To transfer from the reserves for taxes to the reserves for uncol­
lectible taxes the amounts considered uncollectible, as follows:
1938/1939 levy:
Receivables...................................... .. $1,874.56
Doubtful (20% )......................................  $ 374.91
Prior levies:
Receivables...............................................  $ 580.00  
Doubtful (80% )......................................  $ 464.00
1,900.00
1,300.00
600.00
374.91
464.00
374.91
464.00
Building Fund 
(10)
Taxes receivable— 1938/1939 le v y ................................................................
Reserve for taxes— 1938/1939 le v y ............... _....................................
To record the tax assessments for the year ending August 3 1 , 1939.
(11)
Reserve for taxes— 1938/1939 le v y ...............................................................
Current surplus.........................................................................................
T o  record the excess of collections of the 1938/1939 levies over the
$10,446.00
$10,446.00
291.40
291.40
estimate, as follows:
Amount collected..............................................................  $9,051.40
Estim ate............................................................................... 8,760.00
Excess............................................................................... $ 291.40
(12)
School equipment............................................................................................... 12,000.00
Audited vouchers................ ....................... ...................................... .. 12,000.00
To record the liability for the school equipment installed during 
the year.
(13)
School equipment............................................................................................... 12,000.00
Capital surplus...............................................  .........................................  12,000.00
To transfer the balance in the school-equipment account to capital 
surplus.
(14)
Reserve for taxes— 1938/1939 le v y ..............................................................  278.92
Reserve for taxes—prior levies......................................................................  288.00
Reserve for uncollectible taxes— 1938/1939 le v y ............................  278.92
Reserve for uncollectible taxes—prior levies....................................  288.00
To transfer from the reserves for taxes to the reserves for uncol­
lectible taxes the amounts considered uncollectible, as follows: 
1938/1939 levy:
Receivables...............................................  $1,394.60
Doubtful (20% )....................................... $ 278.92
Prior levies:
Receivables...............................................  $ 360.00
Doubtful (80% )....................................... .................... $ 288.00
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Commercial Law 
MAY 17, 1940, 9 A.M. to 12:30 P.M.
Group I
No. 1.
X has no right to collect compensation from Z. There was no express 
contract between X and Z whereby Z agreed to pay any amount to X, 
and no contract can be implied whereby Z should be required to pay 
any amount to X since the advice given by X  was purely gratuitous. 
If Z had gone to X for advice in circumstances where it might be pre­
sumed that Z would expect to pay for such advice (as in the case of a 
lawyer, doctor, or other consultant), and if X had given advice in re­
sponse to the request of Z, X would have a basis for a claim for the rea­
sonable value of his services, but even in such a case there would be 
no basis for demanding ten per cent of the amount of the life-insurance 
policy. The recovery would be in such amount as would be reasonable 
compensation for the services of X  in advising Z.
No. 2.
(a) A de facto corporation exists if there is a statute under which a 
de jure corporation could have been formed, if an attempt has been 
made in good faith to comply with such statute, if there has been a 
failure to comply with some provision thereof with respect to the or­
ganization of the corporation, and if there has been a use ostensibly 
by the corporation of one or more of the powers it would have pos­
sessed if properly organized.
(b) A de facto corporation would exist in the case presented. Defects 
in the organization of a corporation, as distinguished from its creation, 
usually do not prevent its being a de facto corporation. There have 
been decisions that a de facto corporation exists even though no stock 
has been issued. The defect is in the issue of the stock which is usually 
done subsequent to incorporation. I t might be necessary to correct 
the stock that was illegally issued, but that would not prevent the 
corporation from existing.
No. 3.
The question presupposes that X reasonably and necessarily in­
curred the expenses. Such reasonable and necessary expenses incurred 
by an accommodation endorser in consequence of the maker’s default, 
including counsel fees and disbursements, can be recovered from the 
maker, and X, therefore, would have a valid claim against Y. If the
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accommodation endorser had no substantial defense to the action in 
which he was made a defendant, he should have paid the note without 
incurring the litigation, and in such a case he could not recover counsel 
fees and disbursements from the maker because such expenses would 
not be reasonable ones necessarily incurred.
No. 4.
(a) The statute of frauds is not a principle of equity or common 
law, but it is found in one or more statutes enacted by the state legis­
lature. These statutes closely follow old English statutes, and there 
has been a considerable body of decisions built up interpreting them.
(b) X  cannot rely upon the statute of frauds in support of his claim. 
False misrepresentation of a material fact is not a type of fraud covered 
by these statutes.
No. 5.
(a) Two special types of partnership are:
1. A limited partnership, which permits special partners to escape
liability in excess of the amount of capital contributed. There 
must be one or more general partners with full liability.
2. A joint stock company, in which any member may transfer his
share, the transferee becoming a partner.
(b) There can be no change in the personnel of an ordinary partner­
ship. A new firm is formed when an incoming partner joins an estab­
lished firm. The old firm does not continue.
(c) At common law an incoming partner is not liable for debts 
contracted prior to the time of his becoming a partner, in view of the 
fact that he does not join the old firm but joins with members of the 
old firm in forming a new partnership. Under the uniform-partnership 
act a person admitted as a partner into an existing partnership is liable 
for all of the obligations of the partnership arising before his admission 
as though he had been a partner when such obligations were incurred, 
but this liability is to be satisfied only out of partnership property. 
No. 6.
(a) I t  was enacted by the Senate and House of Representatives in 
Congress assembled and was approved by the President February 10, 
1939.
(b) The income-tax provisions are applicable to taxable years begin­
ning after December 31, 1938. There are no war-profits taxes in the
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Code. Excess-profits taxes are applicable to income-tax taxable years 
ending after June 30, 1939.
(c) Four other important taxes covered by the Code are the estate 
tax, gift tax, capital-stock tax, and employment taxes. In addition 
to these there are numerous excise taxes.
No. 7.
In spite of the fact that the bankrupt has vacated the premises, it is 
possible that his trustee in bankruptcy may wish to retain the lease 
as a valuable asset of the estate. In such a case, of course, the estate 
must pay the rent. If the estate does not wish to retain the lease, the 
landlord may recover possession by appropriate proceedings in the 
bankruptcy court, and in such case may have a claim allowed for 
damages up to the amount of the rent for a year after the surrender of 
the premises to the landlord by the trustee. Such a claim must be 
proved in the usual way.
No. 8.
(a) This contract may be terminated at will by either party upon 
reasonable notice to the other. I t  merely constitutes an indefinite 
general hiring, in the absence of a consideration other than the render­
ing of the services.
(b) In these circumstances B has a right to employment and com­
pensation as long as B is able and willing to work and there is work 
to be done. B’s relinquishment of his business is consideration for this 
additional right.
No. 9.
The accountant should accept the offer of a check already certified 
which would be given to him in three quarters of an hour. The negotia­
ble-instruments act provides that where the holder of a check procures 
it to be certified, the drawer is discharged from liability thereon. If, 
therefore, the accountant accepts an uncertified check and has it certi­
fied himself on the way to the railroad station the result will be that 
the amount will be deducted from the corporation’s account by the 
bank but the corporation will be released from its liability on the check. 
If the bank should fail before the check is cashed, the accountant 
would lose the money. On the other hand, the drawer is not discharged 
when the check is certified by his procurement, so that if the corpora­
tion has the check certified and gives the accountant the certified 
check the accountant will not only have a claim against the bank but 
will have a claim against the corporation until the check is paid.
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No. 10.
The contention is not sound. When an ultra vires, contract has been 
fully performed on both sides neither party can maintain an action 
to set aside the transaction or to recover what has been parted with. 
The courts will not interfere in such a case to deprive either the cor­
poration or the other party of property acquired under the contract. 
No. 11.
In the absence of a statute precluding recovery by the mortgagee 
against the purchaser who contracted with the mortgagor to assume 
the mortgage debt, the mortgagee can enforce the agreement and com­
pel the purchaser to pay the debt. In most jurisdictions the basis of 
this liability is the rule that where a contract is made for the benefit of a 
third person such person may maintain an action directly thereon. 
In a few jurisdictions, however, the liability of the purchaser is sus­
tained on the theory that since, as between the parties to the sale, the 
purchaser, by his contract of assumption, becomes the principal debtor 
and the mortgagor the surety, the mortgagee is entitled to the benefit 
of this contract although he is unaware of its existence when made, 
under the doctrine that a creditor is entitled, by equitable subrogation, 
to all securities held by a surety of the principal debtor.
No. 12.
I t  may be argued that since the bank has no contractual relation 
with the payee named in a depositor’s check unless it accepts or certifies 
the check, it, therefore, is not liable to a payee for paying a check to a 
swindler who has forged the payee’s name. There are decisions, how­
ever, which hold that the payee may recover in tort from the bank in 
such a case on the theory of conversion of the check.
Accounting Theory and Practice—Part II 
MAY 17, 1940, 1:30 P.M. to 7:30 P.M.
 
No. 1.
(a) As 16,000 shares of the capital stock were sold at a price of $10 
per share on the same date (January 1, 1938) that 34,000 shares were 
issued for the fully developed patents, these patents were correctly 
valued at $340,000.
(b) No objection can be taken to the reduction of the par value of 
the capital stock from $10 per share to $1 per share, nor to the credit 
of the difference of $9 per share to capital-surplus account. This trans­
action is unrelated to the issuance of the stock for the patents two 
years earlier.
(c) The transfer and assignment of the patents which were worth 
approximately $300,000 for $1 and a license agreement from A to B 
cannot be considered as a transaction at arms length, as both of the 
parties to the agreement were entirely owned and controlled by the 
same interests. The transaction is more in the nature of a distribution 
of assets and should be charged to (1) earned surplus, or (2) capital, 
depending upon the circumstances.
(1) As the balance in the earned-surplus account is not sufficient to 
absorb the amount of the distribution, the excess should be 
charged against the capital-surplus account, as follows:
Cash (Corporation B )........................................................  $   1
Patent license......................................................   100,000
Reserve for amortization.......................................................  40,000
Earned surplus..................................................................... 150,000
Capital surplus........................................................................  49,999
Patents.........................................................................  $340,000
To record the distribution of patents to Corporation 
B per agreement dated blank date.
(2) If, however, the reduction of the par value of the capital stock 
was for the purpose of making a distribution of capital, and 
such intention was not contrary to the statutes of the state, 
the following entry would be in order:
Cash (Corporation B )........................................................
Patent license......................................................................
Reserve for amortization...................................................
Capital surplus....................................................................
Patents.........................................................................
To record the distribution of patents to Corporation 
B, per agreement dated blank date.
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(d) I t  should be noted that in the future Corporation A will be 
relieved of the $20,000 annual charge for amortization of the patents 
with a corresponding increase in its profits.
No. 2.
The restatement of actual and standard costs shown in schedule I 
is based upon the following adjustments:
Actual cost:
(a) Materials are increased one sixth (because the actual production
was increased from 3,000 to 3,500 mowers), and it is assumed 
that there was no variation in the amount consumed as be­
tween the regular production and the overtime production.
(b) Labor is increased one sixth of the actual regular wages, plus
20 per cent for the night shift.
(c) Overhead is not changed, as it is assumed that all of the actual
overhead expense was reported.
Standard cost:
(d) Materials are increased by one sixth of the standard costs.
(e) Labor is increased by the amount of the night-shift wages which
are in turn increased by the 20 per cent which the cost expert 
estimated.
(f) Overhead applicable to the double shift is based on the estimates
of the expert; i. e., 80 per cent of the single-shift rate. A sched­
ule of the adjustment of the standard overhead follows:
Rate Amount
Single Double Single Double
Shift Shift Shift Shift Total
Production...................... ............  2,500 1,000 3,500
Department:
Wood and pa in t................ ............  $1.05 $ .84 $ 2,625 $ 840 $ 3,465
Machine...................... ............  1.90 1.52 4,750 1,520 6,270
Assembly............................ ......................50 .40 1,250 400 1,650
Inspection........................... ............  1.00 .80 2,500 800 3,300
Totals.......................... ................ $4.45 $3.56 $11,125 $3,560 $14,685
Schedule I
S. S. M anufacturing Company
Statement Showing the Restatement of the Actual and Standard Costs for the 
Thirty-Day Period Ended Blank Date
Actual costs:
As Reported Increase Restated
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Wood and paint department:
Materials...................................... ............  $ 1,670 (a) $ 278 $ 1,948
Labor............................................ ............  2,775 (b) 555 3,330
Overhead...................................... ............  4,000 (c) 4,000
Machine department:
Materials..................................... ..............  16,000 (a) 2,667 18,667
Labor............................................ ............  18,600 (b) 3,720 22,320
Overhead...................................... ............  6,000 (c) 6,000
Assembly Department:
Labor............................................ ............  $ 4,525 (b )$ 905 $ 5,430
Overhead...................................... ............  1,700 (c) 1,700
Inspection department:
Labor............................................ ............  2,900 (b) 580 3,480
Overhead...................................... ............  3,250 (c) 3,250
Total cost...............................................  $61,420 $8,705 $70,125
Standard costs:
Wood and paint department:
M aterials................................ .... ............  $ 1,650 (d) $ 275 $ 1,925
Labor............................................ ............  2,700 (e) 540 3,240
Overhead...................................... ............  3,150 (f) 3,465
Machine department:
M aterials...................................... ............  16,350 (d) 2,725 19,075
Labor............................................ ............  18,450 (e) 3,690 22,140
Overhead...................................... ............  5,700 (f) 6,270
Assembly department:
Labor............................................. ............  4,500 (e) 900 5,400
Overhead...................................... ............  1,500 (f) 1,650
Inspection department:
 Labor............................................ ............  3,000 (e) 600 3,600
Overhead...................................... ............  3,000 (f) 3,300
T otals............................................ ............  $60,000 $70,065
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S. S. M anufacturing Company
Statement Showing the Computation of Loss for the Thirty-Day Period Ended 
Blank Date
Total cost per schedule I ...............................................................
Cost per mower (on the basis of 3,500 produced).....................
Restated
Actual
Cost
$70,125
20.04
Adjusted
Standard
Cost
$70,065
20.02
Estimated loss:
Cost of 500 mowers....................................................................
Deduct wages not paid by the company:
Computed on the basis of 20% above the day-shift rate
$10,020 $10,010
(120% of $9.55 or $11.46)................................................. 5,730 5,730
Amount of loss................................................................  $ 4,290 $4,280
N ote.—There can be no objection to a solution in which the adjustments for ma­
terial and labor under (d) and (e) above were applied to the reported actual costs 
with no change in the overhead as reported, nor to a restatement of the standard 
costs which showed an increase in the material, labor, and overhead of one-sixth 
of the amount reported.
Other acceptable computations of the amount of the loss follow:
On the basis of the standard cost of materials, and a propor­
tion of the actual overhead:
Materials—500 mowers a t $6 each..................................  $3,000
Labor—paid from the proceeds of the sale.....................  ..........
Overhead—500/3,500 of $14,950 ......................................  2,136
Amount of loss................................................................  $5,136
On the basis of standard cost of materials and standard over­
head based on double-shift rates:
Materials—500 mowers a t $6 each..................................  $3,000
Labor—paid from the proceeds of sale............................  ..........
Overhead—500 mowers a t $3.56 each.............................  1,780
Amount of loss................................................................  $4,780
On the basis of actual cost of materials and a proportion of
the actual overhead (as shown in schedule I ) :
Cost of 500 mowers (500/3,500 of $70,125).................... $10,018
Deduct labor not paid:
Departments:
Wood and pain t....................  ..................................  $ 555
Machine.....................................   3,720
Assembly......................................................................  905
Inspection....................................................................  580 5,760
Amount of loss............................................................  $4,258
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On the basis of additional material and additional overhead 
based on the cost expert’s estimate of the effect of double­
shift operations on unit overhead costs:
Additional material (per schedule I ) :
Wood and paint department.........................................  $ 278
Machine departm ent......................................................  2,667
Total additional materials.........................................  $ 2,945
Additional overhead:
3/33 of $14,950 (see note).............................................  1,359
Amount of loss.............................................................  $ 4,304
Note.—“ The standard-cost expert estimated that, in the case of a double shift 
on any one day, the rate of overhead would be reduced by 20 per cent on the entire 
production.” Therefore, the total overhead on a double-shift day would amount to 
160 per cent of the overhead on a day of single-shift operations. This additional 60 
per cent for the five days of double-shift operations is the equivalent to (60 per cent 
of 5) 3 days. On this basis, the overhead applicable to these 3 days (3/33 of $14,950) 
is a part of the loss.
The amount of the actual overhead reported is:
Department:
Wood and pain t..................................................................  $ 4,000
Machine................................................................................ 6,000
Assembly..............................................................................  1,700
Inspection.............................................................................  3,250
Total actual overhead, as reported..............................  $14,950
124 A N S W E R S
C
on
so
lid
at
ed
 
B
al
an
ce
-s
he
et
 
D
ec
em
be
r 
31
, 
19
39
$ 
10
2,
50
0 
C
S 
31
6,
25
0 
M
28
,5
00
 C
S 
58
,2
50
 M
$4
,4
35
,0
00
65
2,
00
0
2,
20
0,
00
0
93
7,
00
0
58
0,
50
0
44
0,
00
0
$4
,8
75
,0
00
 
$4
,8
75
,0
00
(a
) 
C
o
m
pa
n
ie
s 
A
, 
B
, a
n
d
 C
C
ol
um
na
r 
W
or
k 
Sh
ee
t 
Sh
ow
in
g 
th
e 
C
on
so
lid
at
io
n—
D
ec
em
be
r 
31
, 
19
39 E
lim
in
at
io
ns
C
om
pa
ni
es
 
an
d 
A
dj
us
tm
en
ts C
re
di
t
$ 
48
0,
00
0(
3)
10
2.
50
0 
(3
) 
31
6,
25
0 
(3
)
15
0,
00
0 
(1
)
28
,5
00
 (
1)
 
58
,2
50
 (1
)
33
,5
00
 (3
) 
2,
25
0 
(1
)
6,
00
0 
(3
) 
12
,0
00
 (4
)
2,
00
0 
(1
) 
6,
00
0 
(2
)
$1
,1
97
,2
50
A
 
B
 
C
 
D
eb
it
$ 
48
0,
00
0
$ 
15
0,
00
0
3,
20
1,
00
0 
96
5,
00
0 
$2
69
,0
00
$3
,6
81
,0
00
 
$1
,1
15
,0
00
 
$2
69
,0
00
$ 
42
5,
00
0 
$ 
19
1,
00
0 
$ 
36
,0
00
2,
20
0,
00
0
54
0,
00
0 
$ 
54
0,
00
0 
(3
)
20
0,
00
0 
20
0,
00
0(
1)
60
,0
00
 
60
,0
00
(3
)
93
7,
00
0
28
8,
00
0 
28
8,
00
0 (
3)
38
,0
00
 
38
,0
00
 (1
)
55
9,
00
0 
12
,0
00
 (.4
)
54
,0
00
 
6,
00
0(
2)
50
,2
50
 (3
) 
3,
00
0 
3,
00
0 
(1
)
44
0,
00
0*
18
,0
00
*
8,
00
0*
$3
,6
81
,0
00
 
$1
,1
15
,0
00
 
$2
69
,0
00
 
$1
,1
97
,2
50
N
o.
 3
A
ss
et
s
In
ve
st
m
en
t 
in
 C
om
pa
ny
 B
—
4,
00
0 
sh
ar
es
 (
⅔
).
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
C
on
so
lid
at
io
n 
ca
pi
ta
l s
ur
pl
us
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
M
in
or
ity
 in
te
re
st
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
In
ve
st
m
en
t 
in
 C
om
pa
ny
 C
—
1,
50
0 
sh
ar
es
 (¾
).
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
C
on
so
lid
at
io
n 
ca
pi
ta
l s
ur
pl
us
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
M
in
or
ity
 i
nt
er
es
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
O
th
er
 a
ss
et
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
T
ot
al
 a
ss
et
s.
...
...
...
...
...
...
...
...
...
...
..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
Li
ab
ili
tie
s 
an
d 
N
et
 W
or
th
L
ia
bi
lit
ie
s..
...
...
...
...
..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
C
ap
ita
l s
to
ck
:
C
om
pa
ny
 A
—
22
,0
00
 s
ha
re
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
C
om
pa
ny
 B
—
 6
,0
00
 s
ha
re
s..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
C
om
pa
ny
 C
—
 2
,0
00
 s
ha
re
s..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
C
ap
ita
l s
ur
pl
us
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
E
ar
ne
d 
su
rp
lu
s 
at
 J
an
ua
ry
 1
, 
19
39
:
C
om
pa
ny
 A
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
C
om
pa
ny
 B
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
C
om
pa
ny
 C
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
Pr
of
it 
fo
r 
19
39
:
C
om
pa
ny
 A
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
...
...
...
...
...
...
...
...
...
...
...
..
C
om
pa
ny
 B
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
C
om
pa
ny
 C
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
D
iv
id
en
ds
 d
ec
la
re
d 
in
 1
93
9:
C
om
pa
ny
 A
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
C
om
pa
ny
 B
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
C
om
pa
ny
 C
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
T
ot
al
 li
ab
ili
tie
s 
an
d 
ne
t 
w
or
th
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
E
lim
in
at
io
ns
:
(1
) 
R
ec
ip
ro
ca
l a
cc
ou
nt
s 
of
 B
 a
nd
 C
.
(2
) 
D
iv
id
en
d 
re
ce
iv
ed
 b
y 
B
 fr
om
 C
.
(3
) 
R
ec
ip
ro
ca
l a
cc
ou
nt
s 
of
 A
 a
nd
 B
.
(4
) 
D
iv
id
en
d 
re
ce
iv
ed
 b
y 
A
 fr
om
 B
. 
* 
R
ed
.
(b) Companies A, B, and C 
Consolidated Balance-sheet—December 31, 1939 
Assets  $4,435,000
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Liabilities and net worth:
Liabilities...........................................
Minority interest (c)...................... .
N et worth:
Capital stock.................................
Consolidation capital surplus (d) 
Earned surplus:
Balance, January 1, 1939........
Profit for the year (3 )................
.................. $ 652,000
.................. 374,500
.................. $2,200,000
.................. 131,000
$ 937,000 
580,500
T otal...................................................
Deduct—dividends paid ......................
$1,517,500
440,000 1,077,500 3,408,500
T otal......................................................................... $4,435,000
(c) Companies A, B, and C 
Statement of Minority Interests—December 31, 1939
Companies
B  C
Capital stock...................................................................................  $540,000-$200,000
Capital surplus................................................................................  60,000   ..........
Earned surplus, January 1, 1939 ..................................................  288,000 38,000
Profits for the year, 1939 ...............................................................  54,000 3,000
Capital surplus arising on the investment in Company C :
Amount shown in (d ).................................................  $28,500  
Less—portion of dividend chargeable (see note).. .  3,750 24,75.0 ..........
Totals.................................................................................... $966,750 $241,000
Deduct dividends declared during the year................................ 18,000 8,000
Adjusted book value, December 31, 1939................................... $948,750 $233,000
Percentage of minority interests................................................... 33⅓ %  25%
Amount of minority interests. ...................................................... $316,250 $ 58,250
I t  should be noted tha t Company C paid a  dividend of $8,000 during the year 
although its earnings for the period were but $3,000. The excess of $5,000 should be 
considered as having been paid from the surplus balance a t January 1 ,  1939.
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(d) Companies A, B, and C
Statement of Capital Surplus (Arising Through Consolidation)
December 3 1 , 1939
Company C:
Capital stock.................................................................................................. $200,000
Earned surplus a t January 1 ,  1939............................................................  38,000
T otal...................  $238,000
Proportionate interest acquired by Company B (¾ ) .............................  $178,500
Amount paid therefor................................................................................... 150,000
Amount of consolidation capital surplus.....................................(a) $ 28,500
Company B :
Capital stock.................................................................................................. $540,000
Capital surplus..............................................................................................  60,000
Earned surplus a t January 1, 1939 ............................................................  288,000
Capital surplus arising on investment in Company C . . ................. (a) 28,500
T otal.......................................................................................................  $916,500
Proportionate interest acquired by Company A (⅔ .............................  $611,000
Amount paid therefor..................................................................................  480,000
Amount of consolidation capital surplus........................................... $131,000
(e) Companies A, B, and C
Statement of Consolidated Profit for the Year Ended December 31, 1939 
Company A:
Profit per balance-sheet..............................................................  $559,000
Deduct—dividends received from Company B :
(⅔ of $18,000).........................................................................  12,000 $547,000
Company B :
Profit per balance-sheet.............................................................  $ 54,000
Deduct—dividends received from Company C:
(¾  of $8,000)..........................................................................  6,000
N et am ount.........................................................................  $ 48,000
Company A’s share (⅔ ) ............................................................  32,000
Company C:
Profit per balance-sheet.............................................................  $ 3,000
Company B’s share (¾  of $3,000).............................................  $ 2,250
Company A’s share (⅔  of $2,250)...........................................  1,500
Consolidated profit for the year...................................................  $580,500
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No. 4.
E state of J ames R oe, D eceased 
Journal Entries
Before Division of the Estate of Ethel Roe, Deceased 
(1)
Cash in bank—principal........................................................  $ 100,000
Municipal bonds (at market value).....................................  400,000
Roe Manufacturing Company stock (20,000 shares)........  5,400,000
Cohasset Trust Company stock (1,000 shares)..................  300,000
Real estate (Waterfront property a t Cohasset B ay)......... 800,000
Mary Roe Powell Trust—principal..............................
Albert Roe—principal....................................................
Edward Roe—principal.................................................
Ethel Roe Trust—principal...........................................
To record the assets of the estate, per inventory of De­
cember 31, 1938, and the credit to the beneficiaries.
(2)
Cash in bank—income...........................................................  79,250
Undistributed income.....................................................
To record the income received during the six months 
ended June 3 0 , 1939, as follows:
Municipal bonds—June 30th coupon.............$ 6,750
Roe Mfg. Co. monthly dividends:
(6 months a t $10,000)..................................  60,000
Cohasset Trust Co. June 1st dividend........... 12,500
T otal............................................................... $79,250
(3)
Undistributed income.............................................................  11,250
Cash in bank—income...................................................
To record the payment of the following expenses during 
the six months ended June 30 , 1939:
Trustee’s commissions on income of $79,250:
$1,750,000
1,750,000
1,750,000
1,750,000
79,250
11,250
5 % on $ 2,000...........................................$ 100
2½ % on 20,000 ......................................... 500
1½ % on 28,000 ......................................... 420
2 %  on 29,250......................................... 585
Totals $79,250........................................... $ 1,605
Incidental expense............................................  645
Taxes on real estate—1st instalment.............  9,000
Total expenses............................................... $11,250
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Undistributed incom e............................................................ $ 68,000
Mary Roe Powell—income............................................  $
Albert Roe—income.......................................................
Edward Roe—income.....................................................
Ethel Roe—income.........................................................
To credit the beneficiaries with the undistributed in­
come on June 30, 1939.
(5)
M ary Roe Powell—income.................................................... 17,000
Albert Roe—income...............................................................  17,000
Edward Roe—income............................................................. 17,000
Ethel Roe—income.................................................................  17,000
Cash in bank—income...................................................
To record the payment to the beneficiaries of the bal­
ances to their credit in the income account.
17,000
17,000
17,000
17,000
68,000
(6)
Cash in bank—principal........................................................
Municipal bonds.............................................................
Cohasset Trust Company stock...................................
Profit on sale of securities..............................................
To record the sale of the municipal bonds and the stock 
in the Cohasset Trust Company, and the profit thereon, 
as follows:
Bonds Stock  
Selling price.................................. $420,000 $320,000
Inventory value........................... 400,000 300,000
740,000
400,000
300,000
40,000
Profit.........................................  $ 20,000 $ 20,000
(7)
Profit on sale of securities.....................................................  40,000
Mary Roe Powell Trust—principal.............................. 10,000
Albert Roe—principal....................................................  10,000
Edward Roe—principal.................................................  10,000
Ethel Roe Trust—principal........................................... 10,000
To credit the profit on the sale of the securities to the 
beneficiaries.
(8)
Ethel Roe Trust—principal................................................... 1,760,000
Mary Roe Powell—principal . ......................................  420,000
Albert Roe—principal..................................  ...............  420,000
Edward Roe—principal.................................................  420,000
Specific bequests under the will of Ethel Roe............  500,000
To record the division of the estate of Ethel Roe accord­
ing to the terms of her will.
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(9)
Specific bequests under the will of Ethel Roe.............. . $ 500,000
Albert Roe—principal............................................................ 200,000
Edward Roe—principal.   ................................................  100,000
Cash in bank—principal................................................  $
To record the payment of the specific bequests and the 
advances to Albert and Edward Roe.
N ote.—The following entries cover the transactions
subsequent to the division of the estate of Ethel Roe.
(10)
Cash in bank—income...........................................................  60,000
Undistributed income.....................................................
To record the six monthly dividends of $10,000 each re­
ceived on the stock of the Roe Manufacturing Company.
(11)
Undistributed income............................................................. 10,845
Cash in bank—income...................................................
To record the payment of expenses during the period 
from July 1 , 1939, to December 31 , 1939, as follows:
Trustee’s commission of 2% on the $60,000
800,000
60,000
10,845
income..............................................................  $ 1,200
Incidental expenses......................................... 645
Taxes on real estate—2nd instalment..........  9,000
T otal.............................................................  $10,845
(12)
Albert Roe—income...............................................................  5,500
Edward Roe—income............................................................  2,750
Undistributed income....................................................
To charge Albert and Edward Roe with one-half year’s 
interest on the amounts advanced them from principal, 
a t the rate of 5½ % per annum, as follows:
8,250
Albert Roe—2¾ %  on $200,000.........................$5,500
Edward Roe—2¾ % on $100,000.....................  2,750
T otal...................................................................$8,250
(13)
Undistributed income............................................................. 57,405
Mary Roe Powell—-income............................................
Albert Roe—income.......................................................
Edward Roe—income.....................................................
To credit the beneficiaries with their share of the undis­
tributed income for the six months ended December 31, 
1939.
19,135
19,135
19,135
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(14)
Mary Roe Powell—income.................................................... $ 19,135
Albert Roe—income...............................................................  13,635
Edward Roe—income.............................................................  16,385
Cash in bank—income...................................................
To record the payment to the beneficiaries of the bal­
ances to their credit in the income account.
49,155
(15)
Mary Roe Powell Trust—principal...................................... 5,140
Albert Roe—principal............................................................  5,140
Edward Roe—principal.........................................................  5,140
Cash in bank—principal................................................
To record the payment of the trustee’s commissions on 
principal received and paid out, as follows:
15,420
Received Paid out
Rate Amount Commission Amount Commission
2½ % ..................... . . .  $ 2,000 $ 50 $ 2,000 $ 50
1¼ % ..................... 20,000 250 20,000 250
....................... 28,000 210 28,000 210
1 % ..................... 690,000 6,900 750,000 7,500
T o ta ls .. . . $7,410 $800,000 $8,010
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(b) E state of J ames R oe, D eceased 
Intermediary Accounting of Trustee—December 31, 1939
As to principal:
I  charge myself with:
Inventory of the estate, January 1, 1939:
Cash in bank.....................................................................................  $ 100,000
Municipal bonds...............................................................................  400,000
Roe Manufacturing Company stock (20,000 shares)..................  5,400,000
Cohasset Trust Company stock (1,000 shares)............................  300,000
Real estate—Waterfront property a t Cohasset B ay...................  800,000
Total inventory.............................................................................  $7,000,000
Profit on sale of securities:
Selling Inventory
Security price value Profit
Municipal bonds......................  $420,000 $400,000 $20,000
Cohasset Trust Co. stock. . . .  320,000 300,000 20,000
Totals.................................... $740,000 $700,000 $40,000 40,000
T otal...............................................................................................  $7,040,000
I  credit myself with:
Advances to beneficiaries:
Albert Roe....................................................................  $ 200,000
Edward Roe................................................................. 100,000
Estate of Ethel Roe.................................................... 500,000
Total advances.......................................................  $ 800,000
Commissions paid to trustee.....................................  15,420 815,420
Balance as to principal........................................... $6,224,580
Consisting of:
Cash in bank...................................................................  $ 24,580
Roe Manufacturing Co. stock......................................  5,400,000
Real estate—Waterfront property a t Cohasset B ay.. 800,000
T otal.........................................................................  $6,224,580
As to income:
I  charge myself with:
Dividends received on stock of:
Roe Manufacturing Company..............................  $ 120,000
Cohasset Trust Company......................................  12,500
Total dividends........................................................ $ 132,500
Interest received on municipal bonds......................  6,750 $ 139,250
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I  credit myself with:
Incidental expenses paid............ ...............................  $ 1,290
Real estate taxes paid ................................................  18,000
Commissions paid to Trustee.................................... 2,805
Total expenses paid ................................................  $ 22,095
Payments made to the beneficiaries:
Mary Roe Powell........................................................  $ 36,135
Albert Roe.................................................................... 30,635
Edward Roe.................................................................  33,385
Ethel Roe.....................................................................  17,000
Total payments to beneficiaries............................ $ 117,155 $ 139,250
N ote.—The amounts paid to the beneficiaries depend upon the rate of interest 
charged on the advances made to them. In  this solution, a rate of 5½ % was used.
(c) Statem en t  Showing the Calculation of the Rate of I nterest Charged 
to Albert and Edward R oe
(1) In  order to raise sufficient cash to make the advances, it was necessary to sell 
the municipal bonds and the stock in the Cohasset Trust Company. These securities, 
representing an investment of $700,000 returned an annual income of 5½ % to 
the estate, as shown below:
Security Value Income Rate
Municipal bonds.......................................... ..............  $400,000 $13,500 3⅜ %
Cohasset Trust Company stock................ ..............  300,000 25,000
Totals........................................................ ..............  $700,000 $38,500 5½ %
I t  is equitable tha t the rate charged on the advances should be the same as the aver­
age rate on the securities sold in order to obtain the cash with which to make the 
advances.
(2) I t  would not be necessary to charge any interest if the beneficiaries agreed to a 
division of the income since July 1, 1939 (after the division of the estate of Ethel 
Roe) in the ratio of their respective net interests in the principal. The amount and 
percentage of such net interest would be:
Mary Roe Powell T ru st.............................................
Mary Roe Powell.......................................................
Albert Roe...................................................................
Edward Roe.................................................................
Totals........................................................................
$1,754,860 28.2%
420,000 6.7
1,974,860 31.8
2,074,860 33.3
$6,224,580 100.0%
(3) The current rate in the commercial market should also be acceptable.
134 A N S W E R S
No. 5.
(a) Comments on the statements as prepared.
The balance-sheet as presented in the problem does not permit a 
ready analysis of the individual funds for which the trustees of the in­
stitution are responsible. A better form would show these separate 
funds in self-balancing sections, indicating the identity of the funds, 
and their purposes.
In this particular case, the reader of the balance-sheet might assume 
that the “ surplus” of $402,000 represented the excess of income over 
expenditures during the period ended June 30 , 1938. This, of course, is 
not so.
The item of unrestricted donations ($33,000) shown as income in the 
statement of income and expenses also is misleading because of its posi­
tion in the statement. As a matter of fact, the school operated during 
the year on an unbalanced budget with a resulting deficiency of $26,000 
instead of excess income of $7,000.
(b) Adjusting journal entries.
A satisfactory fund balance-sheet for the Zenith Junior College 
should show the segregation of the assets into three sections, as follows:
(1) General fund
(2) Endowment fund
(3) Plant fund
To make this segregation into three self-balancing sections will re­
quire certain inter-fund adjustments which follow:
General fund—principal.. 
Plant fund—principal
(1)
. ...........................................................  $530,000
To charge the general fund principal and to credit the plant 
fund principal with the following payments made from the 
general fund cash:
Amount appropriated from unrestricted gifts 
for partial payment of the original college 
property............................................................  $150,000
Amount paid out of current funds for additions 80,000
Amount paid on bonds as they matured:
Original issue.................................  $600,000
Balance, June 30, 1938 ................  300,000
$530,000
Amount paid................................................  300,000
Total............................................................. $530,000
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(2)
Endowment fund—due from general fund................................ $ 15,000
General fund—due to endowment fund............................
To set up the amount due the endowment fund from the 
general fund for the depreciation on the rented real estate.
(The value of the endowment fund assets was reduced by 
the amount of this depreciation, and the purpose of this 
entry is to keep the endowment fund intact.)
(3)
Endowment fund—depreciation fund bonds............................  15,000
Endowment fund—bonds....................................................
To earmark $15,000 of bonds to indicate the funding of the 
depreciation reserve. (It is assumed that the bonds will be 
held until maturity and, therefore, they are transferred a t 
par value.)
(4)
Endowment fund—due from general fund...............................  105,000
General fund—due to endowment fund............................
To record the amount due to the endowment fund from the 
general fund arising from the loss on investments sold to pay
15,000
15,000
105,000
maturing bonds and to meet expenses:
Cost of endowment fund investments:
Rented real estate.........................................  $ 75,000
Mortgages......................................................  140,000
Bonds.............................................................. 220,000
Total investments.....................................  $435,000
Endowment fund principal.............................. 540,000
Decrease (assumed loss)................................... $105,000
(5)
General fund—due to endowment fund....................................  80,000
Endowment fund—principal.......................................................  80,000
General fund—principal......................................................
Endowment fund—due from general fund........................
To credit the general fund for the amount spent for the addi­
tions to plant and equipment, and to reduce the amount of 
the endowment fund principal for the expenditure for “ out­
lays for college buildings and equipment.”
80,000
80,000
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Schedule I
The Zenith J unior College
Statement of General Fund Deficit from the Origin of the College to June 30, 1938 
Receipts:
Unrestricted gifts a t organization............................................  $300,000
Excess of income over expenses.................................. .............  102,000
Total receipts......................................................................  $402,000
Expenditures:
Appropriation of unrestricted gifts to plant fund.................. $150,000
Payment of matured bonds........................................................  300,000
Total expenditures..............................................................  450,000
General fund deficit......................................................................... $ 48,000
Schedule I I
The Zenith J unior College
Statement of Income and Expenses for the Year Ended June 3 0 , 1939 
Operating income:
Tuition................................................................................... .. $230,000
Endowment income:
Rentals.....................................................................................  $ 8,100
Mortgage interest...................................................................  8,400
Bond interest...........................................................................  10,500 * 27,000
Income from auxiliary enterprises............................................ 65,000
Miscellaneous..............................................................................  4,000
Total operating income......................................................  $326,000
Operating expenses:
Instruction and research............................................................  $185,000
Expenses of auxiliary enterprises.............................................  80,000
Administration............................................................................  34,000
Operation and maintenance......................................................  35,375
Depreciation of rented real estate............................................ 1,500
Bond interest...............................................................................  16,125
Total operating expenses...................................................  352,000
Excess of operating expenses over operating income................  $ 26,000
Unrestricted donations............................................................... 33,000
N et income for the year ended June 30, 1938............................ $ 7,000
* The bond interest should have been reduced by amortization of the premium 
on bonds held. The problem does not include the information necessary to determine 
the amount of the amortization.
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(c) The Zenith Junior College 
Balance-sheet—June 30, 1938
General Fund 
Assets
Current Assets:
Cash..........................................................................................................
Tuition fees receivable.........................................................................
Inventory of supplies...........................................................................
$ 6,000 
8,000
2,000 $ 16,000
$ 16,000
Endowment Fund
Investments:
Rented real estate—at cost................................................................ $ 75,000
Less— Reserve for depreciation.........................................................  15,000 $ 60,000
Six per cent mortgages—at cost.......................................................
Five per cent public-utility bonds (at cost) (Par value $210,000, 
market value $202,000)..................................................................
Less—Amount transferred to the depreciation fund—at par 
value.....................................................................................................
$220,000
15,000
140,000
205,000 $405,000
Depreciation fund:
Five per cent bonds—at par value.................................................. 15,000
Due from general fund............................................................................  40,000
$460,000
Plant Fund
Plant and equipment—at cost..............................................................  $830,000
$830,000
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(c) The Zenith Junior College 
Balance-sheet—June 30, 1938
General Fund 
Liabilities and Principal
Current Liabilities:
Bank loans.................... .......................................................................................
Accounts payable...............................................................................................
Due to endowment fund.......................................................................................
Deficit (schedule I):
Balance, July 1, 1937........................................................................................
N et income for the year (schedule I I ) .........................................................
$ 15,000
9,000 $ 24,000
40,000
$ 55,000*
7,000 48,000*
$ 16,000
Endowment Fund
Principal:
Donated funds..................................................................................................... $540,000
Less—Amount appropriated for additions to plant and equipment. .  80,000 $460,000
$460,000
Plant Fund
Liabilities:
Five per cent first-mortgage bonds maturing at the rate of 815,000 
semiannually on June 30th and December 31st of each year:
Original issue.......................................................................................................  $600,000
Less—Paid at maturity..................................................................................... 300,000 $300,000
Principal:
Unrestricted gifts at organization of the college.......................................
Amount paid on matured bonds....................................................................
Additions to plant and equipment................................................................
$ 150,000
300,000
80,000 530,000
$830,000
* Rec'd.
Answers to Examinations of November, 1940
Auditing
NOVEMBER 14, 1940, 9:00 A.M. to 12:30 P.M.
No. 1.
The cost of installing the machinery should be capitalized, but the 
extra month’s wages paid to the dismissed employees should not, as 
this payment did not add any value to the machinery.
The extra wages should be charged off immediately, although it could 
be shown as a separate item in the profit-and-loss statement.
No. 2.
The proposal to establish a petty cash fund in a bank account at the 
branch is a good one, except that (1) the account should be opened in 
the name of “ John Jones, cashier,” and (2) all of the regular receipts of 
the branch should be deposited in a separate bank account. Otherwise, 
the cashier, if dishonest, could deposit the regular receipts or any other 
checks drawn to the order of the corporation in the bank account in his 
name and later draw against these deposits.
The corporation should have authority to draw against the account 
(in case Jones leaves the employ of the company), and should require 
that all canceled checks and bank statements be sent directly to the 
home office for reconciliation.
No. 3.
As the bookkeeping is done by hand, special attention should be 
given to the system of internal control. In general, the following should 
be done, but the extent of the tests would depend upon the degree of 
internal control:
(1) The controlling accounts should be examined for the two inter­
vening months by proving the footings and balances, and 
checking all of the posting thereto. Special attention should be 
paid to the postings other than those from the sales and the 
cash records.
(2) The footings of the sales and cash records should be proved.
(3) Trial balances of all of the ledger should be prepared (preferably
by the accounting department of the client), and checked 
against all of the controlling accounts.
(4) Some of the trial balances should be footed and checked against
the customers’ ledgers.
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(5) Particular attention should be given to the credit balances and
the larger balances owing by the customers.
(6) Credits for goods returned after the close of the year should be
examined to ascertain whether the recorded sales were bona 
fide.
(7) The sales and credits for returned sales before the closing date
should be examined to determine that the goods shipped and 
charged were not included in the inventory, and that the 
goods returned for credit were included.
No. 4.
The term “ internal control” relates to a plan which defines and 
limits the duties and responsibilities of each employee in order that 
neither all nor a large part of any transaction is initiated, performed, 
or recorded by any one employee. The general purpose of the plan is to 
provide a counter checking of the work of each employee by the work 
of another.
An internal audit is one made by employees who make independ­
ent checks of the propriety and accuracy of the work of other em­
ployees. The general purpose of such an audit is to discover any irreg­
ularities, and to ascertain whether the system of internal control is 
effective and functioning.
No. 5.
(a) In general, the auditor’s procedure in connection with the con­
firmation of account-receivable balances would be somewhat as 
follows:
(1) He should select the accounts to be circularized.
(2) If an attempt is made to dissuade him from circularizing any of
the customers which he has selected, he should view such an 
attempt with suspicion. After carefully weighing the reasons 
advanced, he should analyze and check the transactions in the 
account, particularly any cash receipts or other credits later 
recorded.
(3) Generally, the confirmation requests are prepared by the client’s
staff. If the auditor does not prepare them himself, he must 
check the requests against the individual accounts (names, 
addresses, and transactions), and must maintain control of 
them until he deposits them in the mail box in order that none 
of them may be extracted by an employee of the client.
(4) Stamped envelopes or postal cards addressed to the accountant
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should be enclosed with the requests in order that the replies 
may be delivered directly to him.
(5) It is important that the requests be sent in envelopes bearing the 
comer card of the accountant in order that he may receive any 
that are not delivered.
(b) The two principal types of confirmation requests are the positive 
or affirmative and the negative.
The former requests that a reply be made to the auditor whether or 
not the information given in the request agrees with the recipient’s 
records. The negative type requests a reply only if the person who 
receives it does not agree with the information contained therein.
(c) In confirming such items as bank balances, notes payable, and 
notes receivable, the auditor uses the affirmative type in order to ob­
tain such additional information as due dates, interest rates, collateral, 
if any, other liabilities direct or contingent, etc. The affirmative type is 
also used in confirming the larger accounts receivable and payable.
The negative type is generally used in confirming the accounts pay­
able as the auditor is mainly concerned with the amount of the balance. 
No. 6.
The account should be carefully analyzed as it could be used to cover 
up unauthorized loans or shortages which could be made to appear to 
be paid up at the end of the month and then reinstated immediately 
after the beginning of the following month.
Unless the system of internal control is such as to subject the account 
to continuous check, the following procedure should be used:
(1) The individual charges and credits for the last month of the
audit period and for a week or two of the first month of the 
next period should be matched and investigated. This pro­
cedure should disclose any overlapping.
(2) Any unmatched items or any that do not represent accommoda­
tion purchases should be thoroughly investigated.
(3) Entries re-establishing charges or credits at the beginning of the
month should receive special consideration.
(4) The credits to the account should be checked in detail for the
last month of the audit period and for a week or two of the 
following period; the cash credits should be traced through to 
the general cash in the audit of which the canceled checks, 
other bank charges, outstanding checks, and transit items 
relating to the “ Exchange check account” should be ex- 
examined specifically.
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No. 7.
(a) The usual liabilities and financial obligations or requirements in 
connection with a substantial mortgage bond issue not in default, 
follow:
Liabilities:
(1) The par value or capital liability of the outstanding bonds
segregated as follows:
(a) Those due beyond the current year.
(b) Those due within the current year.
(2) The current accrued interest on the outstanding bonds.
(3) The matured interest coupons not yet presented for payment.
Financial obligations or requirements:
(1) The sinking fund provisions requiring:
(a) The setting aside of cash.
(b) The use of the cash as required in the provisions.
(c) The setting aside of profits or surplus in a reserve.
(2) The maintenance of certain ratios such as the ratio of current
assets to current liabilities.
(3) The maintenance of a certain amount of net current assets.
(4) The adequate maintenance of the property.
(5) The amortization of the bond premium or the bond discount and
expense.
(6) The provision for the repurchase, redemption or retirement of
the bonds.
(b) The above may be ascertained and verified as follows:
The trust deed or indenture should be read and the provisions cover­
ing the liabilities and obligations should be briefed for the file of the 
permanent working papers.
The amount of the bonds outstanding may be verified by an exami­
nation of the accounts and by confirmation from the trustee. The 
amount of the matured and unpaid interest coupons may be verified by 
an examination of the interest-paid record and the paid-coupon file (if 
the company has that file), or by confirmation from the trustee. The 
amount of accrued interest and of the amortized bond premium or 
bond discount and expense can be computed by the auditor.
The auditor should ascertain by an examination of the accounts that 
the other financial obligations and requirements provided for in the 
trust deed have been met.
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No. 8.
(a) In general, some physical test of inventory quantities should be 
made wherever possible, but the extent of such tests is dependent upon 
the records, the system of internal control and check, and the character 
of the inventory.
In the October, 1940, issue of The Journal, under the subject of “ In­
ventories,” the research department of the American Institute of Ac­
countants says: “ In a company with integrated cost-accounting records 
and so-called ‘perpetual inventory records,’ the basic quantity figures 
for the closing inventories are usually obtained from such records. The 
accuracy of these perpetual records is ordinarily checked by comparing 
test counts of the physical goods against the records, and these tests 
may be made all at one time or from time to time during the year. 
Where such ‘perpetual records’ are not maintained, the inventory 
quantities are determined by inspection and count, weight, or measure­
ment of the goods on hand at the end of an accounting period. In some 
cases, the count, weight, or measurement is taken a short time before 
or after the end of the period, and is adjusted to give effect to trans­
actions affecting inventories between that date and the actual closing 
date.” (page 325).
(b) The extent of reasonable physical tests of inventories of:
(1) Scrap and iron ore at smelting furnaces:
A satisfactory verification of quantities of inventories of this 
type is most unusual because of the size and methods of piling, 
and the inadequacy of the stock records.
However, the auditor can issue an unqualified report if he 
finds the following conditions:
That the scrap and the ore are stored in separate piles.
That each pile is completely used before withdrawals are made 
from other piles.
That stock records are kept according to the quantities and 
costs in each pile.
That each pile is identified in some manner to permit a check 
against the stock records.
That clean-ups do not indicate a substantial overage or short­
age.
And, that a check of the estimated yields are in line with the 
weight of the product.
(2) Merchandise held for sale by a wholesale jobber of dry goods:
Because of the necessity of knowing the “position” of their
AUDITING—NOVEMBER, 1940 145
stock of merchandise, jobbers generally keep perpetual inven­
tories, and cost their sales. The auditor should check the accur­
acy of these records (noting particularly the degree of error in­
dicated by the entry adjusting the record to the physical inven­
tory), and should verify by actual count of goods shown to be on 
hand on a substantial number of inventory cards. Some of the 
packages and crates should be opened to test the contents. 
Receipts and shipments immediately before and after the 
balance-sheet date should be audited.
(3) Operating, maintenance, and repair supplies in a mill or factory:
If a perpetual inventory is kept, the auditor should check its 
accuracy as outlined above (2). If one is not kept, or if the 
auditor is not satisfied with its accuracy, he should observe the 
counting and weighing of as many items as possible, and see that 
the original tags or tickets are being made out properly and 
entered on the final inventory sheets.
(4) Merchandise held for sale by a retailer of men’s and women’s 
clothing:
This type of business generally keeps stock records and costs 
its sales. The auditor should check the accuracy of these records 
as outlined in (2) above, and should check the records to ascer­
tain that the merchandise is current and not out of style.
(5) Merchandise held for sale by a dealer in musical instruments, 
pianos, radios, phonographs, etc.:
Because of the value of these items, a record is generally kept 
showing the dates of purchase and sale, from whom bought, the 
style, model, serial number, and the cost. This record is, in 
effect, a perpetual inventory, and the auditor should check it 
against a substantial number of the instruments on hand. If no 
such record is kept, the inventory may be text checked against 
the inventory and sales records by means of the identifying 
serial numbers.
No. 9.
The examination should be as comprehensive in scope as that of any 
first audit, and should include the following:
(1) Examination of the articles of incorporation and the by-laws.
(2) Examination of the minutes of the meetings of the board of
directors and of stockholders from the date of incorporation to 
note any salary, bonus, and commission agreements, and to 
learn of any contracts, or anything else, affecting current or
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future operations. Extracts should be taken for the account­
ant’s permanent file.
(3) The following accounts should be examined and analyzed from
the date of their origin:
(a) Capital stock—all classes
(b) Surplus—all classes
(c) Fixed liabilities
(d) Reserves
(e) Investments
(f) Fixed assets
(4) The previous income-tax returns, examining agents’ reports, and
correspondence with the Bureau of Internal Revenue should 
be read and noted for possible additional tax liabilities.
In this particular case, the engagement requires the consolidating of 
the accounts of a subsidiary company acquired on April 1 , 1940. One of 
the problems arising in the consolidation, not covered in the program 
outlined above, is that of ascertaining the net worth of the subsidiary 
at the date of acquisition (April 1st) in order to determine the amount 
of the goodwill or consolidation surplus acquired.
When making his audit at December 31, 1940, the auditor should 
bear in mind the necessity for preparing a balance-sheet at the cut-off 
date, April 1, 1940, and he should pay particular attention to the 
transactions immediately prior and subsequent to that date to see that 
they are recorded in the proper period.
No. 10.
(a) The definition of encumbrances given by the National Com­
mittee on Municipal Accounting is:
“ Obligations in the form of purchase orders or contracts which 
are to be met from an appropriation and for which part of the 
appropriation is reserved. They cease to be encumbrances when 
paid or approved for payment.”
When an order is placed or a contract entered into, the encumbrance 
is recorded on the books by a charge to “ appropriations” and a credit 
to “ reserve for encumbrances.” The order or contract is the supporting 
document to the entry.
(b) A municipality is said to be using the “ encumbrance method” 
when it records its financial obligations at the time the orders are placed 
or contracts are entered into, rather than at the time the goods are 
received or the contracted services are rendered.
The principal advantage of this method is the holding of the expen­
ditures to the limits set in the budget by recording the extent to which 
the original appropriations have been encumbered.
(c) The entries to be made would be somewhat as follows:
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(1) Appropriations.........................................................................  $ 1,000
Reserve for encumbrances..................................................  $ 1,000
To increase the charge to appropriations account to the 
amount of the total liability ($25,000) incurred. The pay­
ment of $24,000 has already been made and charged to the 
account.
(2) Reserve for encumbrances......................................................  $25,000
Accounts payable.................................................................  $25,000
To transfer the amount authorized for payment from the 
reserve-for-encumbrances account to accounts payable.
(d) Nonrevenue funds are funds of which the income does not arise 
directly from the receipt of outside current income, and from which 
specific, noncurrent expenditures are made. For example:
Special assessment funds: Used for the purpose of financing im­
provements, such as sidewalks, street paving, or lighting, etc.
Bond funds: Used for the purpose of financing the construction or 
purchase of improvements, or for the financing of operating 
deficits.
Sinking funds: Used for the purpose of redeeming bonds.
No. 11.
(a) (1) This item would normally represent the amount paid as a 
premium or bonus to the owners or previous lessees to 
acquire the leases. In some cases, it may also include the 
unamortized cost of lease-hold improvements. The 
amount of the leases and the improvements should be 
amortized over the remaining life of the respective leases, 
unless the improvements have a shorter estimated life 
than the leasehold upon which they are attached. In such 
a case, the improvements should be written off over the 
shorter period. The item should be shown in the balance- 
sheet as a capital or fixed asset.
(2) The account may be verified somewhat as follows:
(1) The lease account should be analyzed.
(2) A schedule of all the leases should be prepared, showing:
(a) Date.
(b) Lessor’s name.
(c) Duration of lease.
(d) Expiration date.
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(e) Cost.
(f) Unamortized cost, beginning of period.
(g) Amortization charge for the period.
(h) Unamortized cost, end of period.
(i) Rental.
(j) When rental is payable.
(k) Other remarks such as: Renewal clauses, purchase
options, subletting privileges, etc.
(3) Such transactions as rentals paid, leases bought or sold
  should be traced through the records.
(4) Any leases no longer in use should be cleared out of the
account.
(b) If the company is the owner of many securities in various com­
panies, it would be well to prepare a list as follows before the 
securities are inspected:
(1) Dates of purchases.
(2) Descriptions of securities.
(3) Number of shares of stock or par value of bonds owned.
(4) Cost of securities.
(5) Market value of securities (if no market quotations are
available, the book value of the stock should be obtained).
(6) Interest and dividend dates.
(7) Interest and dividends received.
(8) Securities hypothecated, with whom, and for what purpose.
The securities should be inspected as soon as possible after the
balance-sheet date, and should be under the control of the auditor until 
all of them have been examined. Certificates out for transfer, or those 
hypothecated should be confirmed by direct correspondence with the 
transfer agent or other holders thereof.
In his examination the auditor should determine that the bond 
coupons not due are intact, and that the stock certificates are in the 
name of the company, or that they are endorsed or are accompanied 
by powers of attorney if in the names of individuals.
Purchase invoices should be examined in ascertaining the cost, and 
if the total market price is substantially less than the total book value, 
a  reserve should be set up in the balance-sheet.
No. 12.
This engagement resolves itself into ascertaining:
(1) That the amount claimed by the assured ($16,000) is substan­
tially correct.
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(2) The aggregate amount of the loss which occurred prior to 
January 1, 1940, and the amount which occurred subse­
quent to that date.
(1) Apparently, the money was taken from the proceeds of cash
sales or cash collections on charge sales, and covered up by 
recording fictitious sales on account in the amount of the 
shortages. The credit to the inventory account resulting from 
these fictitious sales brought this account into agreement with 
the actual inventories; otherwise the representative from the 
home office would have turned up the shortage in his monthly 
inventory checks. Hence, it is reasonable to assume that the 
fictitious balances in the accounts receivable make up the 
entire loss.
The auditor should obtain the replies to the requests for con­
firmation of the receivable balances, and with particular atten­
tion to the seventy-five accounts in question, check them against 
the branch accounts. The result of this check should indicate 
whether or not the claim is substantially correct.
(2) The auditor should examine the dates on all of the items re­
pudiated by the customers and ascertain the aggregate 
amount of such items falling within the two periods.
The insurance company is not liable for any losses prior to
January 1 , 1940, in excess of $5,000. If such losses amount to less 
than $5,000 the company would be liable up to the total coverage 
in the current policy of $15,000.
Accounting Theory and Practice—Part I 
NOVEMBER 14, 1940, 1:30 P.M. TO 7:30 P.M.
No. 1.
Retail Method
(a) Under this method, a record of the opening inventory and the
purchases is kept to show both the cost and the retail selling 
prices. Adjustments for any increases and decreases in the 
selling prices are made to the account. As the balance in the 
account shows the cost and the adjusted selling prices, the 
ratio of cost to retail can readily be obtained.
If the total of the sales is deducted from the adjusted selling price of 
the opening inventory and purchases, the resulting balance should 
represent the inventory on hand at adjusted selling prices. This amount 
may then be compared with the physical inventory which is taken at 
selling price.
The application of the ratio of cost to retail may then be applied to 
the inventory to reduce it to a basis of the lower of cost or market.
(b) This method is frequently used in department and retail stores
because it offers a practical means of control of the merchan­
dise. Because of the volume of units, a detailed record of each 
unit would be too cumbersome to keep.
(c) This method is permissible for federal income-tax purposes.
Base-Stock Method
(a) Under this method, “ normal” or minimum inventory quantities
are carried from year to year at the same fixed value. Quanti­
ties in excess of the “ base” amount are valued at the cus­
tomary basis of cost or market, etc.
(b) This method is used by steel converters and nonferrous metal
smelters who use one or more basic commodities which require 
a long conversion period. Because of this long period of fabri­
cation, it is necessary that they carry a rather large supply of 
stock on hand. The investment in the inventory is considered 
more or less fixed and should not fluctuate in value with the 
market.
(c) This method is not permissible for federal income-tax purposes.
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Last-in, First-out Method
(a) Under this method, it is assumed that the goods last purchased
were the first used.
(b) This method is used as an alternative to the base-stock method
by companies which maintain a minimum inventory of one or 
more basic commodities, such as smelters and fabricators of 
nonferrous metals, hide tanners, etc., and serves the purpose 
of applying current costs to current sales.
(c) This method is permissible for federal income-tax purposes.
First-in, First-out Method
(a) Under this method, it is assumed that the goods on hand at the
end of the period were the most recently purchased.
(b) This method is probably the most widely used by mercantile and
trading businesses, as it serves the purpose of valuing the in­
ventories at current prices.
(c) This method is permissible for federal income-tax purposes.
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Average-Cost Method
(a) Under this method, it is assumed that the cost of goods on hand  
at the end of the period is the weighted average of the opening 
inventory and the goods purchased or produced during the 
period.
(b) This method is widely used in industries where goods are held for
a long period, such as tobacco and wine; in those using fungible 
goods; and in those requiring the use of bulky materials which 
are kept in large quantities, such as coal and iron ore at blast 
furnaces. The method slows down the action of increases or 
decreases in prices on costs.
(c) This method is permissible in some cases for federal income-tax
purposes.
Deducting from the Inventory a Reserve for Price Changes or 
an Estimated Depreciation in the Value Thereof
(a) The method is described in the title.
(b) This method is considered desirable in cases wherein actual price
declines have occurred between the date of the balance-sheet 
and the date of the issue of the report.
(c) This method is not permissible for federal income-tax purposes.
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No. 2.
Explanation of Adjustments
(1)
Debit Credit
Intercompany accounts receivable....................................... $ 38,000
Subsidiaries’ capital and surplus a t acquisition..........
To record the capital stock and receivables on inter­
company accounts of the 38 “ nominal” companies.
(2)
$ 38,000
Current assets......................................................................... 1,000
Intercompany accounts payable........................................... 295,000
Intercompany accounts receivable...............................
To eliminate the intercompany accounts receivable and 
payable, and to charge the unaccounted-for difference of 
$1,000 to current assets.
(It is assumed that this difference of $1,000 represents 
an unrecorded remittance or shipment in transit. Other 
assumptions are possible, which would permit its being 
charged to such accounts as deferred charges, goodwill, 
current liabilities, or earned surplus.)
(3)
296,000
Treasury bonds....................................................................... 6,000
Investment of parent in subsidiaries............................ 6,000
To record investment of the parent company in the 
bonds of a subsidiary.
(4)
Subsidiaries’ capital and surplus a t acquisition................. 20,000
Minority interest............................................................
To segregate the investment in the preferred stocks of 
three subsidiaries, held by the public.
(5)
20,000
Subsidiaries’ capital and surplus a t acquisition................. 4,000
Earned surplus........................................................................ 3,000
Minority interest.............................................................
To eliminate the minority interest of 10 per cent in the
7,000
subsidiary whose capital and surplus a t acquisition 
amounted to $40,000, and to transfer 10 per cent of the 
surplus earned since acquisition ($30,000) from earned 
surplus to minority interest.
(6 )
Subsidiaries’ capital and surplus a t acquisition.................  1,312,000
Investment of parent in subsidiaries...........................  1,262,000
Consolidation surplus.....................................................  50,000
To eliminate investment of the parent in the subsidiaries 
against the subsidiaries’ capital and surplus a t acquisi­
tion, and to record the consolidation surplus arising 
therefrom.
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P arent Company and I ts Subsidiaries
Work Sheet Completing Consolidation 
(Date)
Combined Adjustments Consolidated
Balance-  Balance-
sheetAssets sheet Debits Credits
Current assets.......................... $ 636,000 $ 1,000(2) $ 637,000
Intercompany accounts re­
ceivable ................................. 258,000 38,000 (1) $ 296,000 (2)
Treasury bonds....................... 6,000 (3) 6,000
Investment of parent in sub­
sidiaries ................................. 1,268,000 1,262,000 (6)
Properties, less reserves for
depreciation.......................... 1,093,000 1,093,000
Deferred charges...................... 13,000 13,000
Goodwill....................... ........... 306,000 306,000
$3,574,000 $2,055,000
Liabilities
Current liabilities.................... $ 174,000 $ 174,000
Intercompany accounts paya­
ble..........................................
Funded debt—subsidiaries. . .  
Funded debt—parent com­
pany......................................
Subsidiaries’ capital and sur­
plus a t acquisition.................
295,000 295,000 (2)
130,000 130,000
696,000 696,000
20,000 (4)
1,298,000 4,000(5) 38,000 (1)
1,312,000 (6)
Capital stock—parent com­
pany ......................................  460,000 460,000
Capital surplus—parent com­
pany......................................
Earned surplus.........................
154,000
367,000 3,000 (5)
154,000
364,000
Minority interest.....................
$3,574,000
20,000(4) 27,000
50,000Consolidation surplus.............
7,000(5)
50,000(6)
$1,679,000 $1,679,000   $2,055,000
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No. 3.
Watson College 
Balance-sheet—June 30, 1939
Current Funds 
Assets
Cash:
Imprest fund.....................................................................................................
On deposit................................ .................................................................
Accounts receivable:
Students..............................................................................................................
Miscellaneous....................................................................................................
T otal...........................................................................................................
Less—reserve for doubtful accounts.................................... .....................
Interest accrued on securities purchased.............................. .......................
Inventories:
School supplies..................................................................................................
General...............................................................................................................
Prepaid college expenses.................................. ..................................................
T otal...........................................................................................................
Loan Funds
Cash on deposit....................................................................................................
Notes receivable...................................................................................................
T otal...........................................................................................................
Endowment Funds
Cash on deposit...........................................................................................
Due from current funds. . . . ...........................................................................
Investments:
Bonds........................................................................................................
Mortgages.................................................................................................
Stocks..................................................................................................................
Real estate (less depreciation of $5,500)...................................................
P lant....................................................................................................................
$ 1,000 
29,500 $ 30,500
$ 3,000
1,000
$ 4,000
500 3,500
500
$ 5,000
3,000 8,000
2,000
$ 44,500
$ 2,000
20,000
$ 22,000
$ 4,000
11,500
$850,000
270,000
990,000
94,500
50,000 2,254,500
Depreciation fund cash ........................................ .............................................. 5,500
Total...........................................................................................................  $2,275,500
Annuity Funds
Cash on deposit....................................................................................................  $ 1,500
Investments—bonds............................................................................................  25,500
T otal...........................................................................................................  $ 27,000
Plant Funds
Land................................................................................................................ .. $ 95,000
Buildings.................................................................................   1,000,000
Ground improvements..................................................   50,000
Equipment.............................................................................................................. 160,000
T otal...........................................................................................................  $1,305,000
All Funds—Combined
Cash.........................................................................................................................  $ 43,500
Notes and accounts receivable (Less reserve for doubtful accounts
$500)....................................................................................................................  23,500
Interest accrued on securities purchased......................................................  500
Inventories.............................................................................................................. 8,000
Prepaid expenses.................. ..............................................................................  2,000
Investments in bonds, mortgages and stocks................................................ 2,135,500
Real estate. .......................................... ................................................................  94,500
Plant and equipment............................. ....................... ................... . ............... 1,305,000
T otal...........................................................................................................  $3,612,500
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Watson College 
Balance-sheet—June 30, 1939
Current Funds 
Liabilities
Notes payable........................................................................................................
Accounts payable.................................................................................................
Deposit accounts..................................................................................................
Due to endowment funds.............................................................................. ....
Current surplus:
Reserve for Contingencies..............................................................................  $
Unappropriated surplus:
Surplus July 1, 1938..................................................................  $30,000
Less—loss for year:
Income:
Endowment investment...............................  $ 85,500
College operations.......................................... 100,000
$ 2,000 
3,000 
2,500
11,500
5,000
T otal..................................................................  $185,500
Less—operating expenses................................  195,000 9,500 20,500 25,500
T otal................................................................................................... $ 44,500
Loan Funds
Principal.................................................................................................................. $ 22,000
T otal................................................................................................... $ 22,000
Endowment Funds
Principal:
Funds:
Unrestricted income, including profit on sale of investments 
($4,000) . . ...............................................................................................
Restricted income........................................................................................
$1,375,000
895,000
Reserve for funded depreciation.................................................................
$2,270,000
5,500
T otal................................................................................................... $2,275,500
Annuity Funds
Principal.................................................................................................................
T otal...................................................................................................
$ 27,000
$ 27,000
Plant Funds
Mortgage payable..................................................................................... ..........
Investment of endowment funds.....................................................................
Principal..................................................................................................................
$ 250,000 
50,000 
1,005,000
T otal................................................................................................... $1,305,000
All Funds—Combined
Current liabilities.................................................................................................
Mortgage payable................................................................................................
Principal..................................................................................................................
$ 7,500
250,000 
3,355,000
T otal................................................................................................... $3,612,500
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N otes
(1) The cash accounts were distributed to the several funds as indicated in the
problem after allowing for the adjustment in (7) below.
(2) The $875,500 of investments in bonds were distributed as follows:
Endowment fund...................................................................................  $850,000
Annuity fund.................... .....................................................................  25,500
T otal.................. .................................................................................  $875,500
(3) The notes receivable of $20,000 are shown as an asset in the loan fund.
(4) Effect is given to the temporary loan of $11,500 from the endowment fund
to the current fund.
(5) The investment of $50,000 of endowment funds in the college plant is shown
as “ P lan t” in the endowment funds section, with a  corresponding credit, 
“ Investment of endowment funds,” under plant funds.
(6) The restricted principal of $895,000 is so indicated.
(7) The funding of the reserve for depreciation is indicated by the asset, “ De­
preciation fund cash,” in the endowment funds, with a corresponding re­
duction in the “ Cash on deposit,” in the current funds section. The 
unrestricted principal and current surplus of the different funds were de­
termined as follows:
Excess of assets over liabilities.............................................  $3,355,500
Less:
Restricted principal............................................................  $ 895,000
Reserve for funded depreciation......................................  5,500 900,500
T otal...................................................  .......................  $2,455,000
Allocated as follows:
Current funds.................................................... ..................
Loan funds...........................................................................
Endowment funds...............................................................
Annuity funds.....................................................................
Plant funds..........................................................................
$ 30,000 
22,000 
1,371,000 
27,000 
1,005,000
T otal............................................................................. $2,455,000
No. 4.
TH E BEVERLY COMPANY 
(b) Deficiency Account 
January 31, 1940
Debits:
Deficit from operations..........................................................  $ 30,000
Estimated loss on:
Buildings..............................................................................  $ 35,000
Marketable securities.........................................................  12,000
Notes receivable..................................................................  10,000
Accounts receivable............................................................  $ 20,000
Inventory.............................................................................  20,000
Machinery and equipment................................................  30,000
Prepaid expenses and deferred charges............................ 7,000
Notes receivable discounted..............................................  1,000 $135,000
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Total debits.....................................................................  $165,000
Credits:
Estimated gain on land.......................................................... $ 5,000
Portion of reserve for contingencies not required..............  5,000
C om m on stock........................................................................  150,000
Total credits....................................................................  160,000
Deficiency to creditors, per statement of affairs (a). $ 5,000
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The Beverly Company
(a) Statement of Affairs—January 1, 1940
Expected
Book
Value
$ 25,000
Assets
Assets pledged with fully secured creditors:
Land.....................................................................................
Buildings.............................................................................
$150,000 cost
25,000 reserve for depreciation
$ 30,000 
90,000
to
Realize
125,000 $125,000 book value
Total security for first mortgage bonds................
Deduct:
First mortgage bonds.................................................
Accrued interest...........................................................
$115,000
3,750
$120,000
118,750 $ 1,250
25,000
24,000
25,000
Assets pledged with partially secured creditors:
Marketable securities—security for $20,000 of notes payable
— deducted contra...........................................................................
Free assets:
Cash.........................................................................................................
Notes receivable...................................................................................
Accounts receivable.............................................................................
$75,000 before reserve
5,000 reserve for doubtful account
24,000
15,000
50,000
70,000 $70,000 book value
50,000
Inventory:
Estimated value when completed...........................
Less—cost to  complete work in progress.............
$ 35,000 
5,000 30,000
15,000 Marketable securities— (70% of book value)..........
Machinery and equipment.............................................
$175,000 cost
85,000 reserve for depreciation
10,500  
60,000
90,000 $ 90,000 book value
7,000 Prepaid expenses and deferred charges.....................
Total free assets.......................................................
Deduct liabilities having priority, per contra.........
$190,750
21,250
N et free assets.........................................................
Deficiency to creditors, per deficiency account (b ).
$169,500
5,000
$456,000 $174,500
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The Beverly Company 
(a) Statement of Affairs—January 1, 1940
Expected
Book to
Value Liabilities Rank
Liabilities having priority:
$ 9,000 Accrued wages......................................................................................  $ 9,000
12,250 Accrued taxes.......................................................................................  12,250
Total—deducted contra............................................................ $ 21,250
Fully secured liabilities:
115,000 First mortgage bonds..........................................................................  $115,000
3,750 Accrued interest.................................................................................... 3,750
Total—deducted contra............................................................  $118,750
Partially secured liabilities:
20,000 Notes payable....................................................................................... $ 20,000
Less—security (70% of $25,000 book value of marketable se­
curities)..............................................................................................  17,500  $ 2,500
Unsecured liabilities:
151,000 Accounts payable................................................................................. 151,000
Contingent liabilities:
Notes receivable totaling $4,000 have been discounted of 
which $1,000 will have to be paid by The Beverly Company 
as endorser........................................................................................  1,000
25,000 Reserve for contingencies......................................................................  20,000
Capital:
$150,000 common stock 
30,000 deficit
120,000 $120,000 net capital
$456,000 $174,500
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THE POLAR CORPORATION 
(a) Entries Recording the Transactions
June 1, 19—
(1)
Consignments o u t...............................................................................
Inventory.....................................................................................
Cash......................................................  .....................................
To record the consignment of 100 refrigerators to the AB 
Company, and the payment of $400 for prepaid freight.
(2)
Cash......................................................................................................
Consignments o u t...............................................................................
AB Company...............................................................................
To record the receipt of deposit from AB Company, and to 
credit them with truckage cost of $200.
June 30, 19—
(3)
AB Company......................................................................................
Consignments ou t.......................................................................
Profit on consignment sales (realized).....................................
To record the sale of 20 refrigerators for cash, and the profit
realized thereon, as follows:
Selling price (20 a t $180 each)..................................  $3,600
Less—5% discount.....................................................  180
Remainder................................................................ $3,420
Less—commission to AB Company (20 refrigera­
tors a t $30 each)..................................................... 600
Cash received by AB Company................................ $2,820
Deduct—cost of refrigerators ($66 each)................  1,320
Profits—($75 each).....................................................  $1,500
(4)
AB Company......................................................................................
Consignments ou t......................... .............................................
Profit on consignment sales (realized).....................................
Profit on consignment sales (unrealized).................................
To record the sale of 40 refrigerators by AB Company on time- 
payment contracts, and the profit thereon, as shown below:
Dr. Cr.
$6,400
$6,000
400
7,500 
200  
7,700
2,820
1,320
1,500
6,000
2,640
672
2,688  
Selling price...............................................
Less—commission to AB Company. . . .
Each
$180
30
Total
$7,200
1,200
Rem ainder......................................... . . .  $150 $6,000
Deduct—cost............................................. 66 2,640
Profit................................................... . . .  $ 84 $3,360
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Profit (see note below):
Realized on down payment (30/150
of $84)................................. ....................$16.80 $ 672
Unrealized (to be realized on 24 monthly
collections of $5 each)........................  67.20 2,688
Total profit........................ .....................$84.00 $3,360
N ote.—While the consumer pays $180 for a refrigerator when 
he purchases it  on the time-payment plan, the selling price on the 
records of The Polar Corporation should be considered as $150; 
tha t is, $180 less the commission of $30 retained by AB Company. 
The down payment on the records of The Polar Corporation is 
considered to be $30; tha t is, the $60 paid by the customer less 
the commission retained by AB Company. Hence, the amount 
of the profit realized on the down payment is considered to be 
30/150 of $84 or $16.80.
The remaining balance to be collected is made up of 24 equal 
payments of $5 each, or a total of $120. On the receipt of each 
of these $5 payments, 1/24 of $67.20 or $2.80 should be con­
sidered as realized profit.
(5) Dr. Cr.
Cash...................................................................................................... $4,020
AB Company............................................................................... $4,020
To record the amounts collected by AB Company which were 
remitted according to agreement, as follows:
20 refrigerators sold for cash less 5% discount
(entry No. 3 )...........................................................  $3,420
40 refrigerators sold on time, down payments col­
lected, $60 each (entry No. 4 ) ..............................  2,400
T otal.....................................................................  $5,820
Less commission withheld on 60 refrigerators sold.. 1,800
Remainder............................................................ $4,020
September 30, 19—
(6)
Cash......................................................................................................  600
AB Company............................................................................... 600
To record the amounts collected on the 40 time-payment 
contracts during the months of July, August and September.
(40 a t $5 each for 3 months)
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November 30, 19—
(7)
Cash......................................................................................................
AB Company..............................................................................
To record the amounts collected on 30 time-payment contracts 
during the months of October and November.
(30 a t $5 each for 2 months)
(8)
Loss on defaults..................................................................................
AB Company...............................................................................
To credit AB Company and to charge to loss on defaults, the 
uncollected balance on the 10 defaulting contracts, as shown
Dr. Cr.
$ 300
$ 300
1,050
1,050
below (see entry No. 4):
Amount charged (10 a t $180)................................... $1,800
Deduct:
Down payments of $60 each.....................  $600
Instalments collected during July, August
and September......................................... 150 750
Balance................................................................. $1,050
(9)
Profit on consignment sales (unrealized)......................................... 84
Profit on consignment sales (realized).....................................  84
To transfer from the unrealized to the realized profit account 
the amount of the profit earned on the instalments collected 
during July, August and September on the 10 defaulted con­
tracts.
(30 instalments a t $2.80 each)
(10)
Profit on consignment sales (unrealized)......................................... 588
Loss on defaults..........................................................................  588
To credit the loss on defaults with the unrealized profit on the 
10 defaulted contracts, as follows:
Profit on:
Each Total
Down paym ent........................................ . .  $67.20 $672
Less—3 instalments (entry No. 9 ) . . . . 8.40 84
Balance............................................. . .  $58.80 $588
(11)
Loss on defaults..................................................................................  100
Cash..............................................................................................  100
To record the payment in cash for freight in and reconditioning 
the 10 repossessed refrigerators.
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(12)
Repossessed refrigerators...................................................................
Loss on defaults..........................................................................
To credit the loss on defaults with the value of the repossessed 
refrigerators.
N ote.—The recommended practice in valuing repossessions is 
to use a depreciated value which will enable the company to earn 
a fair profit on resale. In  this case, The Polar Corporation has 
been selling new refrigerators a t a  price ($180) three times the 
manufacturing cost ($60). As the corporation expects to sell the 
reconditioned refrigerators a t $100 each, the value assigned in 
this solution is one-third of tha t estimated selling price, or 
$33.30 each. However, i t  would not be incorrect to use a value 
of $60 each on the theory tha t this amount represents the original 
cost, less the cost of reconditioning.
December 31, 19—
(13)
Cash......................................................................................................
AB Company...............................................................................
To record the receipt of December collections of instalments on
30 time-payment contracts.
(30 a t $5 each)
(14)
Cash......................................................................................................
Consignments o u t.......................................................................
Profit on consignment sales (realized).....................................
To record the sale of 20 refrigerators for cash, and the profit 
realized thereon.
(15)
Profit on consignment sales (unrealized).....................................
Built on consignment sales (realized)..................................
To transfer the realized profit on consignments on the collec­
tions of instalments during the six months June to December 
on the 30 contracts.
(6 times 30 a t $2.80 each)
(16)
AB Company...................................................................................
Cash..........................................................................................
To record the remittance to AB Company, as follows: 
Original deposit and freight advance (entry
Dr. Cr.
$ 333
$ 333
150
150
2,820
1,320
1,500
504
504
1,400
1,400
No. 2)...................................................................  $7,700
Deduct:
20 refrigerators unsold a t $180 each...................  $3,600
Uncollected instalments on 30 contracts (18 in­
stalments of $5 each)...................................... 2,700
Total deductions................................................  $6,300
Balance................................................................ $1,400
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(b) Summaries of entries and explanations of the balances a t December 31, 19— 
Consignments Out
Debits Credits
June 1 
June 1
J 1 .........................
J 2 .........................
. . .  $6,400
200
June 30 
June 30 
Dec. 31 
Dec. 31
J 3 ........................
J 4 .........................
J14 ......................
To balance.........
. .  $1,320
2,640 
1,320 
1,320
$6,600 $6,600
Dec. 31 Balance............. . . .  $1,320
The balance of $1,320 represents the cost of the 20 unsold refrigerators consigned 
to AB Company. The unit cost is determined as follows:
Manufacturing cost................................... $60
Freight o u t.................................................  4
Truckage....................................................  2
Total cost...........................................  $66
Repossessed Refrigerators 
Debits Credits
Nov. 30 J12 ...............................  $333
The company has been selling new refrigerators a t $180 each, which price is three 
times the cost of $60. As the corporation expects to sell the reconditioned refrigera­
tors a t $100 each the value assigned in this solution is one-third of the estimated 
selling price or $33.30 each.
However, it  would not be incorrect to use the value of $60 each on the theory 
tha t this amount represents the original cost, less the cost of reconditioning.
Cash
Debits Credits
June 1 J 2 ...................... . . .  $ 7,500 June 1 J 1 ........................ . .  $ 400
June 30 J 5 ...................... . . .  4,020 Nov. 30 J 11...................... 100
Sept. 30 J 6 ...................... 600 Dec. 31 J16...................... 1,400
Nov. 30 J 7 ...................... 300
Dec. 31 J13.................... 150
Dec. 31 J14.................... 2,820 Dec. 31 To balance......... . .  13,490
$15,390 $15,390
Dec. 31 Balance............ . . .  $13,490
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The balance of $13,490 represents:
Cash received from AB Company:
Deposit made to secure contract..........................................  $ 7,500
Proceeds of sales of 40 refrigerators for cash:
Each
Selling price............................................................ $ 180
Less—5% discount................................................ $ 9
Commission................................................ 30
Total deductions............................................ $ 39
N e t..........................................................................  $ 141 5,640
Down payments (less commissions) on 40 refriger­
ators sold on the time-payment plan (net $30 
each)........................................................................ 1,200
Instalment collections:
6 monthly collections on 30 sales.......................  $ 900
3 monthly collections on 10 sales which were
defaulted............................................................. 150 1,050
T otal.............................................................................  $15,390
Cash disbursed:
Freight o u t................................................................. $ 400
Cost of freight in and reconditioning.......................  100
Remittance to AB Company..................................  1,400 1,900
Balance.................................................................................  $13,490
AB Company
Debits Credits
June 30 J 3 ...................... . . .  $ 2,820 June 1 J 2 ........................ . .  $ 7,700
June 30 J 4 ...................... 6,000 June 30 J 5 ........................   4,020
Dec. 31 J16...................... 1,400 Sept. 30 J 6 ........................ 600
To balance......... 3,600 Nov. 30 J 7 ........................ 300
Nov. 30 J 8 .................... 1,050
Dec. 31 J13.................. 150
$13,820 $13,820
Dec. 31 Balance.......... . . . .  $ 3,600
166 A N S W E R S
The balance of $3,600 represents:
AB Company’s deposit and truckage disbursement.............  $7,700
Less:
18 uncollected monthly instalments on 30 time- 
payment contacts a t $5 per m onth....................  $2,700
Amount refunded......................................................  1,400 4,100
Balance................................................................................  $3,600
Propit on Consignment Sales (Realized)
Debits
Dec. 31 To balance............. $4,260
Credits
June 30 J3 ................ ..........  $ 1,500
June 30 J 4 ................ ..........  672
Nov. 30 J9 ................ ..........  84
Dec. 31 J14.............. ..........  1,500
Dec. 31 J15.............. ..........  504
$ 4,260 $ 4,260
Dec. 31 Balance..................  $ 4,260
The balance of $4,260 represents the realized profit on the following:
$75 on each of the 40 refrigerators sold for cash.....................  $3,000
$16.80 on each of the down payments on 40 refrigerators sold
on time-payment contracts...................................................... 672
$2.80 on each of the instalments collected during July, August
and September on the 10 contracts which were defaulted. . .  84
$2.80 on each of the instalments collected on 30 contracts
during the six months’ period, June to December............... 504
Balance...................................................................................  $4,260
Profit on Consignment Sales (Unrealized) 
Debits Credits
Nov. 30 J 9 ...................... . . .  $ 84 June 30 J 4 .............. ............  $ 2,688
Nov. 30 J 10.................... 588
Dec. 31 J15.................... 504
Dec. 31 To balance. . . . 1,512
$ 2,688 $ 2,688
Dec. 31 Balance..................  $ 1,512
The balance of $1,512 represents the unrealized profit on 18 uncollected monthly 
instalments on 30 time-payment contracts a t the rate of $2.80 on each instalment.
ACCOUNTING—NOVEMBER, 1940 167
Loss on Defaults
Debits Credits
Nov. 30 J 8 ...................... . . .  $ 1,050 Nov. 30 J 10.................... . . .  $ 588
Nov. 30 J 11.................... 100 Nov. 30 J12 .................... 333
Dec. 31 To balance.. . . 229
$ 1,150 $ 1,150
Dec. 31 Balance............ . . .  $ 229
The balance of $229 represents the loss on 10 defaulted time-payment contracts,
as shown below:
Amount charged............................................................................ $1,800
Less:
D ow n payments............................................................  $600
Instalments collected during July, August and
September..................................................................  150 750
Remainder..........................................................................  $1,050
Add—Freight in and conditioning expense................................. 100
T otal...............................................................................  $1,150
Deduct:
Unrealized profit on 210 uncollectible instalments 
a t $2.80 each.............................................................. $588
Value assigned to the repossessed refrigerators..........  333 921
Loss on defaults............................................................  $ 229
I nventory
Debits Credits
June 1 J 1............................  $ 6,000
This balance of $6,000 represents the credit to the inventory account of the 100 
refrigerators shipped on consignment to AB Company.
Commercial Law
NOVEMBER 15, 1940, 9 A.M. to 12:30 P.M.
Group I
No. 1.
(a) The offer must be accepted in order to make a contract. I t  is not
stated that the accountant promised the stockholder that he 
would make the audit in return for the stockholder’s promise 
that he would pay. The question thus arises whether the per­
formance by the accountant was done as an acceptance of the 
outstanding offer by the stockholder or was merely the per­
formance of the accountant’s original contract with the 
corporation.
(b) There must be consideration to a contract. If, on November
20th, the accountant was still bound by his original contract, 
performance for the stockholder would not have been a detri­
ment to the accountant and there would be no consideration 
for the stockholder’s promise. The question thus arises 
whether the insolvency of the corporation had on November 
20th released the accountant from his original contract in view 
of the time which had elapsed and the inaction of the parties.
(c) A promise to answer for the debt, default, or miscarriage of an­
other must be in writing under the Statute of Frauds. The 
stockholder’s promise was oral.
No. 2.
The following disadvantages would ensue from incorporation:
(a) Initial expense, franchise fees, attorney’s fees, taxes on original
stock issue.
(b) Expense of maintaining corporation, fees and taxes to state.
(c) Inconvenience of filing reports to state and federal authorities.
(d) Income taxes and other taxes to be paid by the corporation in
addition to those paid by the individual on dividends.
(e) If loss is sustained the individual cannot take it against his own
income.
(f) Greater danger of being subject to suit in other jurisdictions by
service on agents.
No. 3.
Negotiability would not be destroyed in (a) but would be destroyed 
in (b), (c), and (d):
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(a) A negotiable instrument must be in writing, but may be written
in pencil.
(b) A negotiable instrument must contain an unconditional promise
or order to pay a sum certain in money. Gold-bearing ore from 
the North Star Mine is not money. Nor would the promise be 
unconditional, since it is from a particular fund.
(c) The time of maturity of a negotiable instrument must be deter­
minable from the face of the instrument and must not be con­
tingent. The instrument does not show the age of Jones or 
when he will become 21. James Jones may never become 21 
years of age.
(d) A negotiable instrument must be payable to bearer or order. 
No. 4.
(a) A “ void” agreement is one producing no legal obligation. I t  is
not a contract and may not be made one by ratification, al­
though the term “ void contract” is often used. Example: 
Agreement to do what both parties know is a crime.
(b) A “ voidable” contract is one which may be affirmed or rejected
at the option of one or more of the parties. Example: When 
one is induced to enter a contract by fraud it is voidable a t his 
option.
(c) An “ unenforceable” contract is one which is unimpeachable,
but which is incapable of proof due to a technical rule of pro­
cedure. Example: An oral contract, recovery on which is 
barred by the Statute of Frauds, or a contract barred by the 
Statute of Limitations.
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No. 5.
(a) This is a gratuitous bailment.
(b) If X  had driven the car to Memphis as contemplated by the
bailment, Y could not have held him responsible for damage 
to the car in the absence of negligence, but when X made a 
substantial variation from the trip authorized, by driving the 
car to Kansas City, which is in the opposite direction and over 
different roads, he converted the car to his own use and is 
therefore liable for the damage. A gratuitous bailee would not 
become guilty of conversion by reason of a slight variation 
from the course authorized. A close case might be left to a jury. 
But a change from Memphis to Kansas City would seem to be 
so substantial that it would constitute a material change as a 
matter of law.
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Group II
No. 6.
(a) If X gratuitously or without consideration puts $1,000 in trust,
the income to be paid to X for life and the principal to be paid 
to Y at the death of X, this is a gift to Y to take effect at death 
o f X.
(b) If X  is old and sick and worried about his estate taxes and gives
$1,000 to his son Y, this is a gift by X  to Y in contemplation 
of death.
(c) Such gifts are usually made in an attempt to avoid estate taxes.
(d) A gift causa mortis is a gift made in anticipation of impending
death, is revocable, and is defeated if the donor survives the 
apprehended peril. X, about to undergo an operation, gives 
his gold watch to his son Y with the understanding that Y is 
to keep it if X dies, but to return it if X  does not.
No. 7.
If Brown has any legal rights against Jones, they are based on the 
principle that it is a wrongful act and actionable, by false statements, 
to interfere with the making of a contract between another and a third 
party. Brown would contend that he would have entered into a con­
tract with the bank to sell the property to Jones and thus would have 
earned a commission on the sale, and that the making of such a con­
tract was prevented and his commission lost by the false statements 
made to him and to the bank by Jones. This presents a close case. 
Recovery has sometimes been refused in such cases because the broker 
could not prove that he would have consummated the deal and thus 
would have earned his commission.
No. 8.
There can never be a valid and enforceable agreement unless both of 
the contracting parties are juristic entities at the time of its supposed 
consummation. The dissolution of a corporation, as surely as the death 
of a natural person, terminates further contractual capacity. Thus on 
the facts stated, and in the absence of any statute to the contrary, not 
only could the corporation maintain no action after December 15, 
1937, because of its dissolution before that date, but it had no power to 
enter into the contract of insurance after it was dissolved on December 
15, 1937, and the purported policy of May 28, 1939, was therefore void. 
The answer therefore is that: (a) the insurance company’s defense is 
valid and (b) the defense would have been valid even if the action
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had been brought by a receiver duly appointed to wind up the 
corporation’s affairs.
No. 9.
(a) An infant is a minor, a person under twenty-one years of age.
(b) The infant must have been in actual need of the property or
service and obliged to procure it for himself, and it must have 
been reasonably necessary for the suitable maintenance of the 
infant in view of his situation in life and the means possessed 
by him or his parents.
No. 10.
(a) An abstract of title is a chronological notation of the material
parts of conveyances, wills, and other instruments and matters 
of record which affect the title to a piece of real estate. Three 
important types of items found on abstracts are deeds, mort­
gages, and releases.
(b) The accountant should examine the abstract and make sure that
any unreleased mortgages are included among the liabilities 
of the corporation and that the real estate is included among 
the assets. He should not endeavor to determine the validity 
of the title to the real estate or the extent of existing encum­
brances, but should rely on an opinion or certificate of a 
lawyer or title company on that point.
No. 11.
(a) A mortgage of personal property is called a chattel mortgage.
(b) The principal difference between a chattel mortgage and a pledge
is that the mortgagor retains possession of the property sub­
ject to a chattel mortgage, but in the case of a pledge posses­
sion of the property is given to the pledgee.
No. 12.
X  should be able to obtain specific performance of the contract. 
When a party to a contract to purchase stock needs it to obtain control 
of a corporation and the amount of such stock needed for control is not 
readily obtainable on the market, specific performance of the contract 
is granted unless the court finds that the plaintiff wishes control for 
purposes opposed to public policy. The highly competitive nature of 
the business would seem to exclude the idea of any monopoly.
Accounting Theory and Practice—Part II 
NOVEMBER 15, 1940, 1:30 P.M. to 7:30 P.M.
No. 1.
A Wholly Owned Subsidiary
Statement of Application of Funds for the Year Ended December 3 1 , 19—
Funds provided—
By profits:
Net profit for the year transferred to parent company..  
Add—charges to profit and loss not requiring funds:
Provision for depreciation.............................. $80,000
Amortization of goodwill................................ 10,000
Loss on sale of machinery.............................. 3,000
By proceeds of sale of machinery.........................................
By current assets (inventory and accounts receivable) 
acquired with purchase of a business...............................
Total funds provided..................................................
Funds applied—
To purchase new business:
Equipment...........................................................................
Inventory and accounts receivable...................................
Goodwill...............................................................................
$ 317,000
93,000 $410,000
1,000
50,000
$461,000
$ 100,000 
50,000
20,000 $170,000
To payment to parent company:
Transfer of:
Capital stock.................................................................... $ 800,000
Earned surplus................................................................  400,000
N et profit.........................................................................  317,000
T otal.............................................................................  $1,517,000
Less—increase in intercompany account......................... 1,267,000
Cash paid (representing the balance)......................  250,000
To increase in working capital (per schedule).................... 41,000
Total funds applied..................................................... $461,000
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Schedule of Working Capital and Deferred Charges
Balance-sheets Increase
 
January 1 December 31 Decrease * 
$400,000 $501,000 $101,000
200,000 250,000 50,000
$200,000 $251,000
    $ 51,000
$ 50,000 $ 40,000 10,000 *
Current assets........................................................
Current liabilities..................................................
Working capital.............................................
Increase in working capital.....................
Deferred charges....................................................
N et increase in working capital and deferred 
charges................................................................ $ 41,000
No. 2.
J ohn D oe M anufacturing Company and I ts Wholly Owned 
Subsidiary, Blank Sales Company
Adjustments and Eliminations
(1)
John Doe Manufacturing Company:
Capital stock—$10 par value............................................  $
Capital stock—$5 par value......................................
Paid-in surplus.............................................................
To record the exchange of 100,000 shares of $10 par 
value stock for 250,000 shares of $5 par value stock of 
the John Doe Manufacturing Company, on the basis 
of 1¾ shares of the new for each share of the old stock. 
75,000 shares of the old were exchanged for 131,250 
of the new on July 1, 1939.
(2)
Blank Sales Company:
Capital stock.......................................................................
Surplus..................................................................................
John Doe Manufacturing Company:
Investment in Blank Sales Company..................
Consolidation surplus.............................................
To record the elimination of the reciprocal accounts 
on the working papers, and to set up the surplus aris­
ing through consolidation.
(3)
John Doe Manufacturing Company:
Registration and listing expense (profit and loss)..........
Expenses of registration and listing of stock..........
To write off the cost of registering and listing the 
stock. (Note.—If not contrary to state statutes, this 
expense could be charged to paid-in surplus. I t  may 
also be treated as a  direct charge to surplus, on the 
basis of its not being a normal expense.)
Dr. Cr.
750,000
$ 656,250 
93,750
150,000
355,000
375,000
130,000
15,000
15,000
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(4) Dr.
Cost of goods sold (profit and loss)...................................... $ 6,000
Reserve for intercompany profit in inventory. . . .
To set up a  reserve for the intercompany profit in the 
inventory of Blank Sales Company, as follows:
Inventory, December 31, 1939.................. $40,000
Gross profit (15% )......................................  $ 6,000
(5)
John Doe Manufacturing Company:
Sales......................................................................................  2,500,000
Blank Sales Company:
Cost of sales.............................................................
To eliminate the intercompany sales in the six months 
period, July 1 to December 31, 1939.
(6)
Blank Sales Company:
Commissions earned...........................................................  2,000
John Doe Manufacturing Company:
Selling and administrative expenses.....................
To eliminate the commissions earned by the Blank 
Sales Company which were paid by the John Doe
Cr.
$ 6,000
2,500,000
2,000
121,000
Manufacturing Company.
(7)
Dividends received (profit and loss)....................................  121,000
Dividends paid ............................................................
To eliminate the intercompany dividends as follows:
Blank Sales Company received............... $120,000
John Doe Manufacturing Company
received................................................... 1,000
T otal.......................................................  $121,000
N ote.—I t  would appear tha t the John Doe 
Manufacturing Company paid $1 per 
share on the following:
Prior to July 1st on 75,000 shares.. . .  $ 75,000 
After July 1st on 131,250 shares......... 131,250
Total paid, per problem....................... $206,250
As the Blank Sales Company held 1,000 of 
the new stock during the latter half of the 
year, the $1,000 shown as dividends re­
ceived came from the John Doe Manufac­
turing Company.
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(8) Dr. Cr.
Blank Sales Company:
Accounts payable................................................................  $ 490,000
John Doe Manufacturing Company:
Trade accounts receivable—Blank Sales Com­
pany.............................................................. ...... $ 490,000
To eliminate the intercompany receivables and pay­
ables.
N otes.—
The investment of the John Doe Manufacturing 
Company in the 15,000 shares of stock of the Blank 
Sales Company is carried in the accounts of the parent 
company a t the par value of its stock (75,000 shares 
a t $5 per share) $375,000.
This purchase was made on July 1, 1939. Immedi­
ately thereafter, the shares of the parent company 
were sold to the underwriters a t $20 per share setting 
a market value of the 75,000 shares issued for the 
Blank Sales Company stock of $1,500,000.
If this valuation is used in solving the problem, the 
changes in the solution would be as follows:
Goodwill:
Price paid for stock........................... $1,500,000
Deduct net worth a t acquisition:
Capital stock................ $150,000
Surplus.......................... 355,000 505,000
Goodwill purchased........................... $ 995,000
(This item of goodwill would take the place of the 
consolidation surplus of $130,000 arising in entry 
No. 2.)
Capital surplus:
Premium on capital stock:
Value of stock issued $1,500,000 
Less par value (75,­
000 shares a t $5
each)...................... 375,000 $1,125,000
Add—capital surplus arising from the
exchange of stock (entry No. 1 ) . . . .  93,750
Total capital surplus..................... $1,218,750
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No. 3.
(a) The entries called for by the “ additional information” 
(la)
Interest on long-term deb t............................................................  $ 2,500
Interest accrued....................................................................... $ 2,500
To set up the accrued interest on bonds for the six months 
ended December 31, 1939. (2½ % of $100,000)
(1b)
Amortization of debt discount and expense................................ 100
Unamortized debt discount and expense.............................. 100
To provide for the amortization of debt discount and expense 
for the six months ended December 31 , 1939. (1/60 of $6,000)
(2)
Construction work in progress......................................................  100
Depreciation............................................................................. 100
To correct the entry which charged depreciation account 
with the depreciation on trucks and other equipment used 
on uncompleted construction work.
(3)
Bonds................................................................................................  10,000
Unamortized debt discount and expense.............................
Cash..........................................................................................
Earned surplus (profit on bonds retired)............................
To record the purchase of $10,000 (face value) of bonds on 
December 31, 1939, for $9,500 cash, the reduction in the 
amortized bond debt and expense account, and the profit on 
the transaction, as follows:
Face value................................................................  $10,000
Cash paid .................................................................  9,500
310
9,500
190
Difference.........................................................  $ 500
Unamortized bond discount and expense (1/10
of $3,100).............................................................  310
Profit.........................................................................  $ 190
(4)
Reserve for depreciation................................................................  1,125
Depreciation....................................................................................  225
Earned surplus (loss on equipment scrapped)..............................  200
Other deferred credits............................................................  1,550
To complete and correct the entry recording the scrapping 
of equipment, as follows:
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Depreciation:
Chargeable to the reserve:
For period from April 1 ,  1935, to December 3 1 , 1938:
(3¾  years a t 20% of $1,500)......................  $ 1,125
Chargeable to current period:
From January 1, 1939, to October 1 ,  1939:
(¾  year a t 20% of $1,500)........................ 225
Total depreciation................................................... $ 1,350
Loss...........................................................................  200
Other deferred credits............................................. $ 1,550
(b) T he Citizens Light and P ower Company 
Balance-sheet—December 3 1 , 1939
Assets and other Debits
Utility plant:
Utility plant in service...............................................................  $200,000
Construction work in progress..................................................  15,000 $215,000
Current and working assets:
Cash and working funds............................................................  $ 4,000
Notes and accounts receivable..................................................  7,000
Interest receivable....................................................................... 200
Materials and supplies...............................................................  4,500
Prepayments................................................................................  1,000 16,700
Deferred debits:
Unamortized debt discount and expense................................. $ 2,790
Extraordinary property losses...................................................  35,000
Utility plant acquisition adjustments (Note 1)...................... 10,000 47,790
T otal.....................................................................................  $279,490
Liabilities and other Credits
Capital stock.................................................................................... $ 75,000
Bonds..............................................................................................  90,000
Current and accrued liabilities:
Dividends declared.....................................................................  $ 1,500
Interest accrued..........................................................................  2,502
Notes and accounts payable...................................................... 2,000
Notes receivable discounted......................................................  1,000
Taxes accrued..............................................................................  3,500
Customers’ advances for construction (Note 2 ) ....................  365
Customers’ deposits....................................................................  750 $ 11,617
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Reserves:
Reserve for amortization of utility plant acquisition ad­
justments .................................................................................. $ 4,300
Reserve for depreciation of utility p lan t...................................  65,400
Reserve for uncollectible accounts............................................. 500
Contributions in aid of construction (Note 3 ) .......................  25,000 $ 95,200
Earned surplus (see ( c ) ) ................................................................  7,673
T otal.....................................................................................  $279,490
Note 1.—Utility plant acquisition adjustments may be shown under “ Utility 
plant.”
Note 2.—Customers’ advances for construction may be shown under a separate 
caption, “ Deferred credits.”
Note 3.—Contributions in aid of construction may be shown as a separate item 
following the reserves section.
The above changes would more nearly follow the uniform system rec­
ommended by the National Association of Railroad and Utilities 
Commissioners.
(c) T he Citizens Light and Power Company 
Earned Surplus Account for the Year Ended December 31, 1939
Credits:
Balance, January 1, 1939........................................................... $ 4,185
N et income (see (d))................................................................... 9,498
Profit on retirement of bonds purchased................................. 190
Total credits........................................................................  $ 13,873
Debits:
Dividend appropriations—capital stock..................................  $ 6,000
lo ss  on equipment scrapped.....................................................  200 6,200
Balance, December 31, 1939.........................................................  $ 7,673
(d) The Citizens Light and Power Company 
Income Account for the Year Ended December 31, 1939 
Operating revenues ...............  $ 60,000
Deduct:
Operating expenses.....................................................................  $ 32,000
Amortization of utility plant acquisition adjustments..........  400
Depreciation................................................................................. 6,000
Property losses chargeable to operations................................. 1,000
Taxes............................................................................................. 6,500 45,900
N et operating revenues...................................................................  $ 14,100
Other income:
Interest revenues......................................................................... 400
Gross income.................................................................................... $ 14,500
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Income deductions:
Amortization of debt discount and expense.............................. $ 200
Interest on long-term deb t........................................................  5,000
Other interest charges................................................................  2
T otal.....................................................................................  $ 5,202
Less—interest charged to construction.................................... 200 $ 5,002
N et income for the year...............................................................  $ 9,498
No. 4.
Estate of E. M. Dodd
(a) Adjustments to the trial balance
Dr. Cr.
(1)
Mrs E. M. Dodd—family allowance............................................ $288,000
Mrs E. M. Dodd—paid on account.....................................  $178,000
Mrs. E. M. D odd....................................................................  110,000
To transfer the balances in the first two accounts to a new 
account with Mrs. Dodd.
(2)
Estate corpus...................................................................................  70,000
Mrs. E. M. D o d d . ......................................................... 40,000
Children.................................................................................... 30,000
To charge the estate with the bequests made in the will.
(3)
Estate Corpus..................................................................................  5,000
Mrs. E. M. D odd....................................................................  5,000
To charge the estate with estate income taxes paid by Mrs.
Dodd.
(4)
Estate corpus...................................................................................  6,000
Mrs. E .  M. D odd....................................................................  6,000
To charge the estate with attorney’s fees which Mrs. Dodd 
agreed to pay.
(5)
Mrs. E. M. Dodd............................................................................  92,000
Mortgage—building B .................................................................... 32,000
Reserve for depreciation—building B ..........................................  38,400
B uilding B ...........................................................................................  160,000
Revolving fund—building B .................................................. 2,400
To charge Mrs. Dodd with the property (Building B and its 
revolving fund) which were conveyed to her, subject to the 
mortgage, in part settlement of her claim against the estate.
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(6) Dr. Cr.
Mrs. E . M . D odd............................................................................  $ 40,000
Children............................................................................................  30,000
Estate corpus...........................................................................  $ 70,000
To credit the estate corpus with the bequests which were 
waived by (Mrs Dodd and children) the beneficiaries.
(7)
Mrs. E. M. Dodd............................................................................ 29,000
Estate corpus...........................................................................  29,000
To credit the estate corpus with the balance of Mrs. Dodd’s 
claim against the estate, which claim was waived by her.
E state of E. M. D odd
(b) Columnar work sheet showing the trial balance before and after adjustment a t 
December 31, 1939
Per Books Adjustments After Adju stments
Dr. Cr. Dr. Cr.  Dr. Cr.
Cash.......................................
Securities..............................
Building A . .................... ....
Reserve for depreciation..
Building B .......... ...............
Reserve for depreciation.. 
Mortgage—building B . . .  
Revolving fund—build­
ing A .................................
Revolving fund—build­
ing B . 
Mrs. E. M. Dodd—fam­
ily allowance...................
Mrs. E. M. Dodd—paid 
on account.......................
Mrs. E. M . D odd..............
Children...............................
Estate corpus......................
$ 200 $ 200
20,000 20,000
200,000 200,000
$ 36,000 $ 36,000
160,000
$ 38,400 (5)
$160,000 (5)
38,400
32,000 32,000 (5)
1,800 1,800
2,400 2,400 (5)
288,000 288,000 (1)
178,000 178,000(1)
92,000 (5) 110,000 (1)
40,000 (6) 40,000 (2)
29,000 (7) 5,000 (3) 
6,000 (4)
30,000 (6) 30,000 (2)
168,000 70,000 (2) 70,000 (6)
5,000 (3) 
6,000 (4)
29,000 (7)
186,000
T otal....................  $562,400 $562,400 $630,400 $630,400 $222,000 $222,000
E state o r  E. M. Dodd
(c) Statement of Mrs. Dodd’s account December 31, 1939
Family allowance from January 1 , 1934, to December 3 1 , 1939.
Paid on account..............................................................................
Income tax paid by Mrs. Dodd for the account of the estate .
Attorney’s fees assumed.................................................................
Property transferred to Mrs. Dodd:
Dr.
$178,000
Cr.
$288,000
5,000
6,000
Building B ................................................................. $160,000
Less—depreciation....................................................  38,400
Remainder....................................................................$121,600
Less—mortgage.........................................................  32,000
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Amount of equity in building B .............................  $ 89,600
Revolving fund—building B ...................................  2,400
------------ $ 92,000
Balance of claim waived by Mrs. D odd......................................  29,000
T otal.....................................................................................  $299,000 $299,000
E state of E. M. D odd
(d) Statement of estate corpus December 31, 1939
 Appraisal of assets, December 31, 1934....................................... $365,000
Add:
Dividends received...................................................................... $ 6,000
Rentals, after deducting expenses and mortgage interest to
date ...........................................................................................  100,000 106,000
T otal.....................................................................................  $471,000
Deduct:
Funeral expenses, etc............................................................ .. $ 15,000
Estate income taxes....................................................................  5,000
Attorney’s fees............................................................................. 6,000
Family allowance......................................................  $288,000
Less—amount waived...............................................  29,000 259,000 285,000
Balance, December 31, 1939.........................................................  $186,000
E state of E. M. Dodd
(e) Trustee’s intermediary accounting December 3 1 , 1939
As to principal:
I  charge myself with:
Inventory of assets.................................................................  $365,000
I  credit myself with:
Funeral expenses paid............................................................  $15,000
Property transferred to Mrs. E. M. Dodd (c)...................  92,000
Cash transferred to income (see below)............................... 72,000 179,000
Balance as to principal............................................................... $186,000
Consisting of:
Cash................ ........................................................................  $ 200
Securities. ..........................................................................  20,000
Building A (less depreciation of $36,000).............................. 164,000
Revolving fund—building A . . . ........................................  1,800
T otal ............................................................................  $186,000
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As to income:
I  charge myself with:
Dividends received.................................................................  $ 6,000
Rents received, after deducting expenses and mortgage
interest to da te ...... .............................................................  100,000
Cash transferred from principal (see above)......................  72,000 $178,000
I  credit myself with:
Family allowance paid ...........................................................  178,000
Balance as to income..................................................................  $
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Notes.—
The maintenance department overhead of $18,259 is distributed to the other 
departments on the basis of maintenance labor charged to the several depart­
ments. The percentage chargeable to each department is shown on the schedule.
The receiving and stores overhead is charged to the machining department A as 
all of the sheet metals “ enter into the manufacturing processes through machining 
department A.” Furthermore, “ there is not much difference in the costs of the 
several kinds of metal used, and in the time to machine them, for the various 
products do not vary greatly.”
If the cost of the material used had been given in the problem, an alternative 
method of charging the receiving and stores overhead to the materials burden 
could have been used.
The general plant expense is distributed on the basis of the number of employees, 
as shown below. The same result would have been obtained if it  were distributed 
on the basis of the direct-labor hours.
Department
Direct-
Labor
Hours Per Cent
Number
of
Employees Per Cent Amount
Machining—A ........... . .  100,000 40% 60 40% $10,762
Machining—B ........... ... 40,000 16 24 16 4,305
Bench assembly........... 60,000 24 36 24 6,457
Packing....................... . 50,000 20 30 20 5,381
T otal................. ,. 250,000 100% 150 100% $26,905
Another acceptable method of distributing the general plant expense would be on 
the basis of direct-labor dollars. The effect would be:
Department
Direct-
Labor
Dollars Per Cent
General
Plant
Expense
Normal
Annual
Burden
Machining—A................................ ........ $ 80,000 49.38% $13,286 $115,117
Machining—B ............................... ........ 30,000 18.52 4,983 58,519
Bench assembly........................... ........  27,000 16.67 4,485 25,542
Packing.......................................... ........ 25,000 15.43 4,151 22,434
T otal................................... ........ $162,000 100.00% $26,905 $221,612
And the normal annual burden rates would be:
Department
Machine
Hours
Direct-
Labor
Hours
Direct-
Labor
Dollars
Machining—A ................................................. ..............  $2.30 $1.15 $1.44
Machining—B ................................................. ..............  1.46 1.46 1.95
Bench assembly............................................... .43 .95
Packing............................................................. .45 .90
As the warehousing and shipping overhead is a cost of distribution it is not in­
cluded as a part of the manufacturing cost.
Answers to Examinations of May, 1941
Auditing
MAY 15, 1941, 9 A.M. to 12:30 P.M.
No. 1.
An examination of the minute book of the corporation should show 
the authorized rates and amounts of the directors’ fees, officers’ salaries, 
and commissions to be paid to the officers. The supporting vouchers 
should be inspected to verify the actual computations and payments. 
The record of the directors’ attendance at the meetings should appear in 
the minutes of such meetings.
The officers’ traveling expenses should be verified by examination of 
the vouchers turned in by the officers after a study of the system of 
internal check and authorization. These expense vouchers should be 
checked against the advance accounts, and the excess of the advances 
over the actual expenses accounted for.
No. 2.
The auditor should secure from the client written statements con­
cerning such assets, liabilities, and other items which he cannot satis­
factorily verify by the usual methods and tests. These statements re­
duce to writing oral representations made by the client, and are ob­
tained primarily to avoid later misunderstandings and to impress upon 
the client that his is the primary responsibility for the correctness of 
the accounts.
The following outlines of certificates indicate the extent of responsi­
bility assumed by the client:
Inventories
Quantities
The client certifies that the inventories were taken in accordance 
with written instructions, a copy of which has been delivered to the 
auditor; that the quantities were determined by actual count, weight, 
or measurement; that the stock records have been adjusted to the 
physical inventory; that if a physical inventory was not taken, an ade­
quate perpetual-inventory record is maintained and is supported by 
physical tests (the frequency and coverage of such tests should be 
stated).
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Title and ownership
The inventory is represented to be the unencumbered property of the 
company; to include no goods consigned to the client by others; to 
contain no items invoiced by the company to its customers prior to 
the audit date, nor any for which the liability has not been taken up 
on the books.
Valuation
The client should indicate the basis of pricing the inventory (such 
as cost, market, cost or market whichever was lower) and the method of 
computation (such as base-stock, first in—first out, last in—first out, 
average cost, or other method); that the method used does not result 
in a valuation in excess of cost; that the method used in valuing the 
inventory has been consistent with the method followed in the past; 
that the inventory value has not declined materially since the balance- 
sheet date; that no obsolete or deteriorated materials or merchandise 
are included in the inventory at prices in excess of net realizable value.
Liabilities
General
Liabilities in relation to any obligation actually existing as of the 
date on which the audit is made are covered by a general statement 
in the certificate that all known liabilities are provided for. 
Commitments
The client attests, in either the inventory or liability certificate, that 
no sales or purchase commitments exist below inventory prices or in 
excess of current market prices, respectively, or in excess of normal 
requirements.
Contingent liabilities
All contingent liabilities are listed, with an accompanying statement 
that no other known contingent liabilities exist. This statement is some­
times given by the legal counsel of the client.
Other Balance-sheet Items 
Property, plant and equipment
The company represents that it has an unencumbered title to all 
property, plant, and equipment; that the property is being utilized 
in current operations; that no obsolete equipment is included in the
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account; that the basis on which the property has been carried is 
properly described in the statements and the results of any appraisal 
fully set forth.
Reserve for depreciation
The annual provision for depreciation and depletion is stated to be 
adequate and provided on a basis consistent with the previous year. 
Accounts receivable
The client certifies that the accounts receivable represent valid and 
unencumbered claims against customers and other debtors; that ac­
counts representing indebtedness of officers, stockholders, and em­
ployees, and merchandise shipped on approval or consignment, are so 
described; that the accounts receivable as summarized do not include 
any charges with respect to merchandise shipped subsequently to the 
balance-sheet date, and are not subject to deductions for discounts 
(other than ordinary cash discounts), allowances or any other deduc­
tions except as provided for in reserve accounts; that all accounts 
known to be uncollectible have been charged off; that the reserve for 
doubtful accounts is adequate to provide for all losses incurred in 
collecting the accounts.
M inute Books
The secretary of the company supplies a statement to the effect 
that the minutes furnished the auditors are true, full, and correct.
No. 3.
(a) The advantages are:
1. All of the information considered essential by the purchaser will
be provided for on the invoice form, and, consequently, if the 
invoice is properly filled in by the supplier the necessity of 
requests on the part of the purchaser for additional information 
will be obviated.
2. Because of uniformity in the invoices, the routine verifications by
the purchasing department will be facilitated.
3. All invoices will be of uniform size and thus more easily filed.
The disadvantages are:
1. Considerable resistance may be encountered in obtaining com­
pliance on the part of suppliers with a billing procedure which 
will disrupt their internal accounting routine.
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2. Suppliers may neglect to fill in all of the requisite information,
which will nullify the advantage of providing space for essential 
information in the invoice form.
3. Expense will be entailed on the part of the purchaser in printing
the forms and furnishing all of its suppliers with them.
4. Falsification of suppliers’ invoices may be more readily accom­
plished by the purchaser’s own personnel when a uniform 
invoice, not unalterably identified with the supplier through 
the printed form, is used. Detection of such falsifications would 
be difficult.
(b) The use of these forms facilitates the work of the outside auditor 
in checking the data on the invoices to the accounting records. 
However, there is a distinct disadvantage in that the in­
voices are not on the suppliers’ own stationery and thus the 
outside auditor cannot be assured of their validity.
No. 4.
A schedule should be prepared showing the mortgages on hand at 
the beginning of the year, any additional ones acquired during the 
year, those sold or otherwise disposed of during the year, and those 
still on hand at the end of the year. The schedule should show the 
description, cost, par (face) value, date acquired, due date, interest 
rate, interest received, accrued interest, and other pertinent informa­
tion relative to each mortgage listed.
All mortgages on hand should be inspected and checked against the 
prepared schedule. Those out as collateral or on trust receipt should 
be confirmed. All accompanying documents, such as bonds, title guar­
antees, tax bills, appraisals, assessments, insurance policies, etc., should 
be examined. Local mortgages might be confirmed by inspection of the 
county recorder’s files. The balances of the mortgages and the accrued 
interest as shown by the records should be confirmed by direct corre­
spondence with the makers.
Interest income should be traced through the cash records, and the 
accrued interest computed. Past due and irregular payments, and 
defaulted mortgages should be reviewed with an officer, and a reserve 
for loss, if necessary, set up.
No. 5.
(a) The essential requirements of an adequate internal control of 
merchandise inventories are detailed as follows:
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The detailed stock records should not be kept in either the 
receiving or shipping departments, as such records control the 
flow of merchandise in and out.
The general ledger and detailed stock records should be kept by 
separate persons and, if possible, in separate departments, 
since the general ledger carries accounts controlling the de­
tailed stock records.
The detailed stock records should show:
Unit number 
Quantities and amounts:
Received 
Disbursed 
Balance on hand
Unit prices
Departmental, or sectional, physical inventories should be taken 
continuously and checked against the detailed stock records 
to determine any discrepancies or errors. Adjustments should 
be made, both in the stock records and in the general ledger 
control, for any changes which are noted in such checking.
(b) The principal advantages of such a system are as follows:
Balance-sheets and operating statements can be prepared at any
time without taking a physical inventory, since the cost of 
goods sold and the value of the inventory on hand are known.
Knowing the inventory on hand, the merchandise manager, or 
  operations manager, can regulate his purchases or production 
needs in accordance with the amount of the inventories which 
may be known at any time.
Insurance requirements may be ascertained and insurance 
claims more readily sustained because of keeping satisfactory 
records.
(c) Sales should be costed in order to ascertain the cost of goods
sold, and the cost of goods on hand at any given time.
(d) With a detailed stock record carrying information showing the
quantity of each unit sold during the period and the cost of 
such units, the total cost of the goods sold may be readily 
obtained. Where such detailed stock records are not kept, 
each individual sales invoice may be costed and then totaled 
for a period. In other cases, a rate applied to selling prices, 
such as in the retail method of inventorying, may be used.
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No. 6.
(a) As the building would become the property of the owner of the
land at the end of the lease (twenty-five years), the rate of 
depreciation should be 4 per cent; otherwise the client would 
have depreciated only one half of the cost of the building.
(b) At the end of twenty-five years, the client may be unable to
exercise his option, or conditions may be such that he may not 
desire to do so. Hence, he should use a depreciation rate of 4 
per cent regardless of the option. Furthermore, the 4 per cent 
rate may be used to compute allowable depreciation in the 
determination of his taxable income.
No. 7.
(1) Payment for accrued interest should ordinarily be charged
against the interest received when the next coupon is col­
lected. However, in this case, no collection has been made, 
and the accrued interest payment should be added to the 
purchase price of the bonds. The trustee’s treatment of this 
transaction should not be accepted.
(2) The excess (gain) of selling price over the amortized book value
of the bonds is an accretion to corpus (principal), and the 
trustee’s treatment should be accepted.
(3) This transaction is similar to (2) above. The gain represented
by the excess of the selling price over the amortized book 
value is a credit to corpus, and the trustee’s treatment should 
be accepted.
No. 8.
The auditor should not approve this statement because it does not 
include the cost factor of depreciation. The gradual reduction of an 
asset, due to wear and tear, requires that its cost be recovered by a 
charge to operations. If this charge is not included, the profit from 
operations will be overstated in the statement.
If, for some reason, the client desires to show the depreciation as a 
separate item, the statement of operating costs and operating profit 
should clearly state that these items are “ before depreciation.” The 
depreciation may then be shown as a separate deduction from “ operat­
ing profit, before depreciation” to arrive at “ net operating profit.”
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No. 9.
The auditors should make the following auditing tests and checks 
of the inventory accounts and records:
1. Be present at the inventory taking to observe the determination
of inventory quantities, or have physical tests made of quanti­
ties under their observation. Make tests to determine that the 
descriptions on torn-off tags match the attached tags and 
apply to the articles.
2. Make test checks of the inventory sheets and tom-off tags with
the final copy. Account for all tags and sheets issued and see 
that all are initialed by the inventory taker.
3. Make tests of the computations done by the service company to
be satisfied as to the correctness of procedure.
4. Make test comparisons of prices, quantities, and locations with
the perpetual inventory records, accounting for major differ­
ences.
5. Exclude all goods received on consignment from the inventory.
6. Exclude goods billed and for which title has passed but which
are held for customer.
7. Compare pricings with recent invoices or quoted prices; check
with billings subsequent to audit date, allowing for expenses.
8. Make inquiries or tests to determine that purchase entries have
been made for all goods included in the inventory.
9. Inquire into manner in which discounts, duties, freight, and
insurance are handled with regard to inventories; determine 
propriety of such handling.
10. Determine propriety of inventory classification.
11. Make tests to ascertain that damaged or obsolete stock, discon­
tinued lines, or excessive quantities are not carried at greater 
than realizable values; make tests of detailed stock records to 
determine if quantities are reasonable in relation to average 
consumption and purchases.
12. Ascertain if any of the inventory is pledged.
13. Apply the “ gross profits test ” if the average gross profit has been
fairly constant.
14. Ascertain that beginning and ending inventories are on the same
basis, determined generally in the same manner (if not, ascer­
tain dollar effect caused by change).
15. Provide for losses on unfilled contracts.
AUDITING—MAY, 1941 195
16. Obtain an inventory certificate. In addition to the signatures of 
persons primarily responsible for each part of the work, the 
certificate should bear the signature of a senior officer, for 
general approval.
No. 10.
(1) While not the conservative treatment, the charging of interest
and taxes during construction as a part of the cost of a building 
is accepted as sound accounting practice. Following this 
practice, the client should provide depreciation on his books 
based on the increased value of the building. For future in­
come-tax returns, the depreciation must be based on the cost 
not including the interest and taxes.
(2) As bond discount and expense is a form of interest, that portion
applicable to the period of construction may be added to the 
cost of the building as discussed in (1) above. The remainder 
should be carried as a deferred charge and amortized over the 
life of the bonds.
(3) and (4) Commission paid on the sale of capital stock and
organization and promotion expenses are not a part of the cost 
of the building. They should be charged to separate accounts 
and written off to surplus over a period of years.
In the annual financial statements, the interest, taxes, and bond 
discount and expense applicable to the period of construction should be 
included as a part of the building cost, under the balance-sheet caption 
“ fixed assets.” The remainder of the bond discount and expense should 
be shown under the caption “ deferred charges.” The commission paid 
on the sale of capital stock should be shown as required by the state 
statutes. The organization and promotion expenses should be shown 
as a separate item in the balance-sheet following “ fixed assets.”
No. 11.
  1. A survey should be made to ascertain the effectiveness of the 
system of internal control. This survey should include a 
study of the procedures covering the purchasing, storing, 
requisitioning, shipping, and billing of the merchandise, the 
keeping of sales records and customers’ ledgers, receiving, 
recording, and posting of remittances, authorizing and record­
ing of returns and allowances, bad debts, etc., to determine 
that the functions are segregated. The auditor should also
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ascertain whether an adequate internal audit is made. If so, 
he may reduce the amount of the detailed checking and rely 
more upon tests.
2. If the system of internal control and audit is satisfactory, it will
not be necessary in a large merchandising concern to list all 
of the customers’ balances unpaid at the balance-sheet date. 
Instead, the auditor may check a number of the trial balances 
(which had been previously checked by the internal auditing 
staff) against the respective ledgers, noting the credit balances 
and the collections since the balance-sheet date. These trial 
balances should be footed, and with those not checked, should 
be compared with the controlling accounts in the general 
ledger.
3. The ledger controls should be examined, the postings from the
sales registers and cash receipts record test-checked, and the 
entries from other sources should be checked to those sources 
to determine that the entries have been properly authorized. 
This procedure may expose Unauthorized credits for returned 
sales and allowances.
4. The sales and returned sales records should be test-checked by
comparing a substantial number of the entries against copies 
of customers’ invoices and credit memoranda.
5. Accounts with large balances and old items should be discussed,
in the light of the company’s collection experience, with the 
credit department or an officer of the company, in order to 
determine the adequacy of the reserve for bad and doubtful 
accounts.
6. The policies controlling cash discounts, trade discounts, terms,
freight, and advertising allowances should be ascertained to 
learn whether reserves or adjustments of any of these items 
are necessary.
7. The accounts with stockholders, directors, officers, employees,
and affiliated companies should be segregated and shown 
separately on the balance-sheet.
8. Any goods on consignment which are being carried as accounts
receivable should be eliminated from both the accounts re­
ceivable and from sales, and set up as inventory at cost laid 
down or market, whichever is lower.
9. The auditor should make a test circularization for confirmation
of the customers’ accounts. These requests, with a stamped 
envelope addressed to the auditor’s office (or post office box
controlled by him), should be mailed in envelopes bearing the 
comer card of the auditor so that if not delivered they will be 
returned to him.
10. Any accounts which are sold or hypothecated should be so indi­
cated in the balance-sheet.
11. Accounts with credit balances, unless negligible in aggregate
amount, should be segregated and shown in the liability sec­
tion of the balance-sheet.
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No. 12.
(a) Treasury stock should not be shown as an asset. As its purchase
reduces the amount of the capital of the corporation, it should 
be deducted, at cost, from the total of the paid-in capital 
and surplus.
(b) The difference between the purchase and sales prices of treasury
stock should not be treated as additions to or deductions from 
income. Any so-called gains or losses should be considered as 
additions to or reductions of capital surplus. In some in­
stances, the “ loss” should be charged to earned surplus.
(c) Dividends on treasury stock should never be included as income,
but should be credited directly to surplus, against which they 
were incorrectly charged.
No. 13.
(a) Cash Receipts
1. Examine the general statutes governing municipalities and the
charter, particularly those provisions pertaining to the pro­
tection of funds.
2. Ascertain that all money collected by all boards, commissions,
departments, offices, and individuals have been turned over 
immediately to the treasurer according to the laws and regula­
tions, and that these have been properly recorded.
3. Determine that all moneys received by the treasurer have been
deposited and credited to the municipality immediately.
4. Verify the accuracy of the cash receipts records, noting that they
agree with every receipt issued.
5. Verify the authority for cancellations, adjustments, abatements,
etc.
6. Check the footings in the receipt registers and the postings to the
ledgers.
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7. Verify all cash transactions between all funds, various divisions 
of the municipality, and other civil divisions.
(b) Expenditures
1. Ascertain that all expenditures were properly incurred and au­
thorized and are properly charged to the account in which they 
appear.
2. Ascertain that the expenditures are recorded in the registers and
are supported by vouchers, itemized invoices, contracts, and 
other documents properly authorized. All papers should be 
marked in such a manner that they cannot be used again.
3. Note whether the disbursements were made by checks, properly
signed and drawn upon the depositary designated for the spe­
cific class of disbursement. The endorsements on the checks 
should be examined.
4. Check the footings in the disbursements register and the postings
to the ledger. Watch for duplicate payments.
5. Examine carefully all noncash transactions.
6. Examine all interdepartment expenditures.
No. 14.
(a) Reserve for depreciation:
The auditor should carefully review the methods of determining and 
applying the depreciation rates to ascertain the sufficiency of the re­
serve. In considering the adequacy of rates, the company’s own ex­
perience should be examined, comparison should be made with other 
companies in the same or similar industries, and reference should be 
made to standard tables of depreciation. The accounts should be ex­
amined to ascertain whether fully depreciated fixed assets or fixed 
assets which have been disposed of are accounted for properly.
The reserve for depreciation should be shown as a deduction from 
the asset to which it applies, in the fixed-asset section on the balance- 
sheet.
(b) Reserve for contingencies:
The auditor should ascertain the purpose for which the reserve is set 
aside. If it is for an actual liability, it should be shown as such, under 
the current or deferred liability section of the balance-sheet, depending 
upon the maturity date. If it is a valuation reserve, it should be so 
indicated and deducted from the asset to which it applies. If it is a 
surplus reserve, it should be shown under the surplus section of the
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balance-sheet, but with a name more descriptive than “ contingencies.” 
If it is created for the purpose of providing against a contingency which 
will in all probability occur, and the amount is indefinite, it should be 
shown, with a more descriptive title, under the “ reserve” caption 
just above the net-worth section. The authority for the creation of or 
additions to the reserve should be examined.
(c) Reserve for bond sinking fund:
The auditor should study the bond indenture to see if its provisions 
have been fully met. If the indenture is silent as to a sinking fund and 
if the maintenance of a fund is evidently voluntary, the auditor should 
inquire as to the policy followed and review the minutes of the board 
of directors for any information concerning the reserve. He must reveal 
any deficiency in the reserve if the trust indenture provides for a com­
pulsory provision.
Since the sinking-fund reserve is merely an appropriation of surplus 
to be returned to surplus at the maturity and payment of the bond 
issue, it should be shown in the net-worth section of the balance-sheet.
(d) Reserve for income taxes:
(1) In the case of an interim balance-sheet.
(2) In the case of a final annual balance-sheet.
In the case of both an interim balance-sheet and a final annual bal­
ance-sheet, the auditor should inspect the computation of the income- 
tax liability. Although it is true in the case of the interim statement 
that later operations at a loss may eliminate or reduce any tax liability, 
this is only a contingency. The amount of the accrued income taxes 
at the interim balance-sheet date should be shown in the current-liabil­
ity section as a “ reserve for income taxes.” In the final annual balance- 
sheet, the terminology should be changed to “ income taxes payable” 
and shown under current liabilities.
Accounting Theory and Practice—Part I 
MAY 15, 1941, 1:30 P.M. to 7:30 P.M.
No. 1.
Adjustments and Eliminations
Dr.
(a)
Eastern Airports, Inc.:
Earned surplus............................................................................  $ 1,350
Investment in Potomac Airport Company.....................
To record the share of the net loss for the two years 1939 
and 1940 of the Potomac Airport Company applicable to 
the investment of 90% in that company held by the East­
ern Airports, Inc.
Deficit a t date of acquisition............................  $ 14,000
Loss for the year 1939 ...................................... 5,000
Cr.
$ 1,350
T ota l...........................................................  $ 19,000
Deduct profit for 1940.....................................  3,500
Balance, December 31, 1940...........................  $ 15,500
90% of the net loss for the two years is (90% 
of $1,500) $1,350.
(b)
Phoenix Company:
Investment in Eastern Airports, Inc........................................  76,920
Earned surplus.................................. ................................
To record the share (80%) of the increase in the surplus 
account of Eastern Airports, Inc., applicable to the stock
76,920
held by Phoenix Company, as follows:
Surplus, per balance-sheet a t December 31,
1940................................................................. $ 22,500
Stock dividend declared as of January 1 , 1939,
and charged to earned surplus...................... 75,000
T otal...........................................................  $ 97,500
Less—share of loss of Potomac Airport Com­
pany (entry “ a ”) .......................................... 1,350
N et increase during period of holding............ $ 96,150
80% thereof.......................................................  $ 76,920
(c)
Phoenix Company:
Goodwill.......................................................................................  20,000
Investment in Eastern Airports, Inc................................
200
20,000
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To set up the amount paid for goodwill a t the time of pur­
chase of 3,000 shares of stock of Eastern Airports, Inc., as 
follows:
Book value, per problem.................................. $400,000
10% thereof.......................................................  $ 40,000
Purchase price...................................................  60,000
Goodwill.....................................................  $ 20,000
(d) Dr.
Phoenix Company:
Earned surplus............................................................................ $ 10,000
Cr.
$ 10,000
12,600
Investment in Eastern Airports, Inc................................
To eliminate 10% of the surplus ($100,000) of Eastern Air­
ports, Inc., bought with the 3,000 shares on December 31,
1938.
(e)
Phoenix Company:
Goodwill.......................................................................................  12,600
Eastern Airports, Inc.:
Investment in Potomac Airport Company.................
To set up the amount of goodwill purchased a t the time 
Eastern Airports, Inc. acquired its 90% interest in Po­
tomac Airport Company, as follows:
Amount paid for 90% interest........................ $180,000
Book value a t date of acquisition:
Capital stock................................ $200,000
Less—deficit................................  14,000
Book value...................................  $186,000
90% thereof...................................................  $167,400
Goodwill.................................................  $ 12,600
(f)
Potomac Airport Company:
Capital stock—common............................................................. 180,000
Earned surplus....................................................................
Eastern Airports, Inc.:
Investment in Potomac Airport Company.................
To eliminate the reciprocal accounts as follows:
Amount
Capital stock.................................... $200,000
Deficit...............................................  15,500
90%
$180,000
13,950
13,950
166,050
N et............................................  $184,500 $166,050
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(g) Dr.
Eastern Airports, Inc.:
Capital stock—common............................................................... $180,000
Paid-in surplus............................................................................. 120,000
Earned surplus............................................................................. 16,920
Phoenix Company:
Investment in Eastern Airports, Inc............................
To eliminate the reciprocal accounts, as follows:
Amount 80%
Capital stock.................................... $225,000 $180,000
Paid-in surplus................................  150,000 120,000
Earned surplus................................  21,150 16,920
T otal.........................................  $396,150 $316,920
Cr.
$ 316,920
(h)
Due Potomac Company................................................................. 8,500
Accounts receivable (due from Eastern Airports, Inc.). 8,500
To eliminate the above intercompany charges for rent.
(i)
Due Phoenix Company..................................................................  370,000
Loans to Eastern, Inc.........................................................  370,000
To eliminate the above intercompany charges for interest.
(j)
R en t..................................................................................................  8,500
General expense...................................................................  8,500
To eliminate the above in the income statement.
(k)
Interest income...............................................................................  18,000
Interest expense..................................................................  18,000
To eliminate the above in the income statement.
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Phoenix Company and Its Subsidiaries 
Work Sheet— Profit and Loss Accounts— 1940
Consoli­
dated
Profit
and Loss
Phoenix
Eastern
Airports,
Potomac
Airport
Eliminations
Co. Inc. Co. Debits Credits
Income:
R en t................................................
Profit on sales of securities.. . . $165,000
$75,000
$8,500 $ 8,500 (j)
$165,000
Revenue from port activ ities .. 75,000
Dividends..................................... 25,000 25,000
Interest.......................................... 48,000 18,000 (k) 30,000
$238,000 $75,000 $8,500 $295,000
Expenses:
$18,000 $18,000 (k)Interest..........................................
General, including taxes........... $ 75,000 46,000 $2,000 8,500 (j) $114,500
Loss on sale of hangar.............. 3,000 3,000
$ 75,000 $64,000 $5,000 $26,500 $26,500 $117,500
N et income, before minority
interest.................. ............... $163,000 $11,000 $3,500 $177,500
Less—minority interest:
Phoenix— 10%.............................
$ 2,200
$ 350 
630
$ 350
2,830
T otal.......................................... $ 2,200 $ 980 $ 3,180
N et income, after minority
interest............................. $163,000 $ 8,800 $2,520 $174,320
No. 2.
Schedule I
Zinc M ining and Milling Company 
Tonnage Statement for the Month of October
Concentrates
Inventory, October 1st...................................................................
Own production in October...........................................................
T otal......................................................................................
Inventory, October 31st................................................................
Own concentrates sold........................................................
Outside concentrates retained for milling:
Zinc (¼  of 216)...........................................................................
Lead (¼  of 24)............................................................................
Sold in October....................................................................
Zinc Lead
150 50
1,540 157
1,690 207
125 20
1,565 187
54
6
1,619 193
Schedule I I
Zinc M ining and M illing Company
Apportionment of Costs for the Month of October
Mining
Mining and milling cost—per problem................................  $31,356.00
Power cost:
Mining 40% of $6,292........................................................  2,516.80
Milling 60% of $6,292........................................................
Totals............................................................................  $33,872.80
Milling
$11,326.00
3,775.20
$15,101.20
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Schedule I I I
Zinc M ining and M illing Company
Statement of Cost of Ore Mined for the Month of October
Mined rock on hand October 1st......................
Rock mined in October (Schedule I I ) .............
Tons
........  500
........  27,600
Cost 
per Ton 
$1.230
1.227
Amount
$ 615.00
33,872.80
Totals........................................................ ........  28,100 $1.227 $34,487.80
Mined rock on hand October 31st.................... ........  1,500 1.227 1,840.50
Transferred to mill in October.......................... ........  26,600 $1.227 $32,647.30
...
Schedule I V
Zinc Mining and M illing Company 
Statement of Cost of Ore Milled for the Month of October
Transferred from mine in October.........................
Tons
. . .  26,600
Cost 
per Ton 
$.484
Amount
$12,874.80
Rock owned by outsiders milled in October.......... . .  4,600 .484 2,226.40
Cost of milling (Schedule I I ) ......................................  31,200 $.484 $15,101.20
Note .—“ Inventories of partially mined rock and of rock in process in the mill 
are constant and may be ignored for the purposes of this problem.”
Schedule V
Zinc M ining and M illing Company 
Statement of Cost of Own Ore Milled for the Month of October
Mining cost of ore milled (Schedule I I I ) ..........
Cost of milling (Schedule IV ).............................
Tons
. . . .  26,600
Cost 
per Ton 
$1.227
.484
Amount
$32,647.30
12,874.80
Cost of own concentrates produced................... . . . .  26,600 $1.711 $45,522.10
Apportioned, as follows:
Zinc concentrates.............................................. 87.58% $39,868.26
Lead concentrates............................................. 12.42 5,653.84
Totals............. ............................................ 100.00% $45,522.10
The “ joint product method” of apportioning the mining and milling cost of 
concentrates produced in the month of October is determined on the basis of the 
sales value of own ore produced in tha t month, as follows:
206 A N S W E R S
Zinc
Selling price of concentrates in October (per problem). . .  $66,379.00
Lead
$11,001.00
Tons sold (Schedule I ) ...........................................................  1,619
Selling price per to n ................................................................ $41.00
Own production in October in tons (Schedule I ) ............... 1,540
Sales value (based on price per ton of October sales):
Zinc (1,540 tons a t $41 per ton)........................................ $63,140.00
193
$57.00
157
Lead (157 tons a t $57 per ton)..........................................
Add—the increase of $1.00 per ton in the market value of 
the inventory on hand a t October 31st, which inven­
tory is assumed to have been produced during the
$ 8,949.00
month:
Zinc—125 tons.....................................................................  125.00
Lead—20 tons......................................................................
Sales value of concentrates produced during October. . . .  $63,265.00
Proportion—per above....................................................... 87.58%
20.00
$ 8,969.00
12.42%
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No. 3.
While the problem does not specifically require that the candidate 
prepare revised statements, these are given in this solution in order 
that the reader may study the effect of the suggestions offered.
(a) Observations and suggestions concerning the form and substance 
of the accounts:
Balance-sheet
The more generally accepted form of balance-sheet should be used, 
showing the assets and liabilities in the order of their liquidity and the 
reserves as a deduction from the asset to which they apply.
The par and market values of the United States Treasury bills and 
notes should be stated in addition to their cost.
The accounts receivable should be broken down into classified sum­
maries, and any that are not current should be shown below the current 
section of the balance-sheet. The nature of the “ disaster and other 
claims receivable ” should be stated, as should the need, if any, for a 
reserve for possible loss on the several classes of receivables.
The unexpired insurance should be shown segregated from the other 
deferred items unless the latter are current prepayments.
Mixed claims awards receivable should be shown together with the 
offsetting reserve.
Investments in stocks of other companies should be classified to 
show whether these are investments in subsidiaries or affiliated com­
panies, or are marketable securities. If subsidiaries, the percentage of 
ownership should be given. If marketable securities, the market price 
and cost should be stated.
Reserve for claims is probably a current liability, although the 
amount of the liability may be indefinite.
Uncompleted voyages should show the aggregate of the revenue and 
disbursements, and not just the net amount.
The reserve for insurance is a true reserve, and may be shown as in 
the foregoing balance-sheet, or as an appropriation of surplus.
Treasury stock is not an asset. I t  should be shown as in the foregoing 
balance-sheet, or as a deduction (at par) from the authorized and 
issued stock. The premium of $20,000, in the latter case, should be 
charged to earned surplus. The method to be followed would be 
governed by the statutes of the state of incorporation.
The capital surplus of $285,000 shown in the balance-sheet in the 
problem is probably made up of the following:
The incorrect charge of $5,000 should be removed from the account
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by a charge to treasury stock or earned surplus, depending upon the 
treatment of the treasury stock.
In the solution, the appraisal appreciation of $560,000 is shown as a 
deduction from the book value of the vessels still owned, and the de­
preciation on appreciation ($270,000) is shown as a deduction from the 
reserve for depreciation.
The vessels and the depreciation applicable thereto should, prefer­
ably, be shown on the basis of actual cost. The appraised values and 
the appraisal surplus may be indicated as a footnote to the balance- 
sheet, or shown as a separate item on the asset and liability side as 
follows:
If the appreciation has been recorded on the books of the company, 
the method followed in the solution may be used, or the book (ap­
praised) values of the vessels and their related reserves may be shown 
with the item of capital or appraisal surplus on the liability side.
Statement of Profit and Loss
More details of the operating revenues and operating expenses should 
be shown. The depreciation of $550,000 should be added to the operat­
ing expenses, and the excess provision for insurance should be added 
back in order to state correctly the profit from operations. I t  would 
also be permissible to leave out the excess provision for insurance from 
the amount of the operating expenses; if this procedure is followed, 
there would be no need to add the amount back as a separate item, or 
even to mention it in the statement.
Statement of Surplus
From the statement of the problem, there is no reason why a portion 
($5,000) of the premium on the treasury stock should be charged to 
capital surplus. The entire amount of this premium should be charged, 
either to earned surplus, or left as a part of the cost of the treasury 
stock. The method to be followed would depend upon the statutes of 
the state of incorporation.
Exhibit A
California Ship Company 
Balance-sheet December 31, 1940
Assets
Current assets:
Cash in banks and on hand........................................... $ 2,780,000
$---------United States Treasury bills—at cost...........  7,360,000
Accounts receivable:
(These should be broken down into classified sum­
maries) ......................................................................  801,000
Supplies............................................................................  75,000 $11,016,000
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Unexpired insurance and other deferred items...............
Securities deposited with Treasurer of United States as 
collateral under lease agreement:
$---------United States Treasury notes—at cost.........
Assets allocated to insurance fund:
Cash, including time deposits of $325,000..................  $ 550,000
$---------United States Treasury notes and bills—at
cost................................................................................  600,000
Mixed claims awards receivable.......................................  $ 2,220,000
Less—Reserve.................................................................  2,220,000
Investments in stocks of other companies:
(These should be classified)—at or below cost.............
Capital assets:
Vessels a t cost and appraised values.. . .  $15,060,000 
Less—Appraised appreciation...............  560,000
$125,000
50,000
1,150,000
460,000
Cost of vessels......................................  $14,500,000
Deduct—Reserve for de­
preciation.................. $12,805,000
Less—Depreciation of
appreciation..........  270,000
Depreciation based on cost.............  12,535,000
Vessels a t depreciated cost...................... $ 1,965,000
Shore plant—at cost............................ $ 515,000
Deduct—Reserve for depreciation.. .  360,000 155,000
Steamer equipment—at inventoried value.................  130,000
T otal.........................................................................  $ 2,250,000
Deduct—Reserve for repairs.......................................... 165,000 2,085,000
$14,886,000
Liabilities
Current Liabilities:
Accounts payable............................................................ $ 790,000
Federal income taxes......................................................  1,802,000
Reserve for claims........................................................... 57,000
Uncompleted voyages:
Excess of revenue over disbursements.........................
Reserve for insurance.........................................................
$ 2,649,000
690,000
1,150,000
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Net Worth:
Capital stock—authorized and issued 50,000 shares of 
a par value of $100 each..............................................  $ 5,000,000
Earned surplus (restricted in the amount of $670,000, 
the cost of 6,500 shares of treasury stock)................. 6,067,000
T otal......................................................... ............... $11,067,000
Deduct—Treasury stock (6,500 shares)—a t cost........  670,000 $10,397,000
$14,886,000
Exhibit B
California Ship Company
Statement of Earned Surplus for the Year Ended December 31, 1940
Balance, December 31, 1939.....................................................................  $ 3,585,000
A d d -
N et profit for the year ended December 31 , 1940 (Exhibit C)............  2,812,000
Transferred from capital surplus:
Depreciation on appreciation charged to current 
operations.................................................................  $ 270,000
Unamortized appreciation on vessels sold................  50,000 320,000
T otal.................................................................................................  $ 6,717,000
Deduct—Dividends declared....................................................................  650,000
Balance, December 31, 1940.....................................................................  $ 6,067,000
Exhibit C
California Ship Company
Statement of Profit and Loss for the year ended December 31, 1940
Operating revenues.....................................................................................  $16,000,000
Less—Operating expenses, including depreciation of $550,000 (based
on appraised values), and provision for self-insurance in excess of
the net loss incurred during the year.................................................. 13,200,000
Profit from operations, per books............................................................. $ 2,800,000
Add—Back provision for insurance (credited to the reserve)..............  360,000
Profit from operations after writing off losses incurred...........................  $ 3,160,000
Other income:
Interest and dividends on investments........................ $ 2,000
Proceeds from sale of six ships in excess of book value 1,410,000 1,412,000
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N et profit for the year, before federal income and excess-profits taxes.. $ 4,572,000
Provision for estimated federal income and excess-profits taxes.........  1,760,000
N et profit for the year...............................................................................  $2,812,000
Original appraisal surplus.......................................................................... $ 610,000
Less:
T hat portion applicable to vessels sold...............................................  50,000
Remainder applicable to vessels on hand...............................................  $ 560,000
Deduct—Depreciation on appreciation...................................................  270,000
Unamortized balance.................................................................................  $ 290,000
Less—incorrect charge of portion of premium on treasury stock........  5,000
Balance in the account, per problem.......................................................  $ 285,000
As a separate item on the asset side under the $1,965,000
Appraised appreciation of vessels.................................  $ 560,000
Less—Depreciation on appreciation............................  270,000 $ 290,000
As a separate item on the liability side under the caption of capital
or appraisal surplus.............................................................................  $ 290,000
(b) Observations and other suggestions concerning the treatment of 
“ depreciation on appreciation.”
The treatment of depreciation on appreciation in the foregoing 
solution is in substantial accord with Accounting Research Bulletin 
No. 5, published by the American Institute of Accountants during 
April, 1940. The following paragraphs from that bulletin are applicable, 
in part, to the points raised in this problem.
2. “Accounting for fixed assets should normally be based on cost, 
and any attempt to make property accounts in general reflect 
current values is both impracticable and inexpedient. Appre­
ciation normally should not be reflected on the books of account 
of corporations. The problem which the committee here con­
siders is the treatment of charges against income where appre­
ciation has in fact been entered on the books.”
4. “ The committee is of the opinion that when such appreciation has 
  been entered in the books, income should be charged with de­
preciation computed on the new and higher values. This prop­
osition is the most important part of the present statement 
and for it there seems to be general support. A corporation 
should not at the same time claim larger property values in its 
statement of assets, and provide for the amortization of only
smaller property sums in its statement of income.”
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8. “ The view expressed in paragraph 2 relates to accounts which
form the basis for reports to stockholders and similar state­
ments. Manifestly, there is no objection to showing estimated 
present values, nor to the computation of depreciation on that 
basis, for internal administrative purposes. A distinction can 
be made between the internal accounting for an enterprise and 
the accounting for the corporation which carries on the enter­
prise. From the standpoint of the enterprise, cost to the cor­
poration is not of controlling significance, but, to the corpora­
tion itself, cost is the proper foundation of its accounting.
9. “ I t  must be recognized that in many cases appreciation has al­
ready been recorded on the books; it seems desirable, if practi­
cable, to develop a standard procedure in such cases. In addi­
tion, instances occasionally arise in which appreciation is rela­
tively so large and so well assured that it may be permissible 
from an accounting standpoint, and desirable upon more 
general grounds, to record it in the books. I t  should be added 
that in many cases the object sought could be better obtained 
by explanatory notes.
10. “ . . . I t  has been suggested that one method of including the 
appraisal in the balance-sheet with the least disturbance is to 
show the entire balance-sheet on a cost basis, with totals, and 
then to add on the assets side the unamortized amount of the 
property appraisal increment, and on the liabilities side the 
corresponding appraisal credit.”
13. “ Some of those who feel it to be permissible or even necessary to 
charge operations with depreciation based on the higher ap­
praisal value, would nevertheless like to have the final earned 
surplus reflect depreciation on original cost. These results 
might be attained by (1) charging operations with depreciation 
based on the revised book figure; (2) carrying to earned surplus 
as a separate credit the excess of the depreciation charged to 
operations over depreciation based on cost, with a correspond­
ing charge to the revaluation credit account.”
No. 4.
Outline of the statements that usually accompany a report covering 
the examination of the accounts of a municipality.
1. Balance-sheets of all of the funds.
2. An analysis of changes in the surplus accounts of the general fund,
each special revenue fund, and departments or institutions 
which are operated as a distinct financial entity.
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3. Statements of revenue (estimated and actual) of the general fund
and of each special revenue fund.
4. Statements of expenditures and encumbrances (compared with
appropriations) of the general fund and each special revenue 
fund.
5. Statements of operations for each utility or public service enter­
prise.
6. Statements of cash receipts and disbursements of each special
fund.
7. Statements of changes in general fixed assets, by source and by
functions.
8. Statement of general bonded debt.
9. Various supporting schedules to the foregoing statements.
10. Combined balance-sheet of all funds.
11. Summary statement of cash receipts and disbursements of all
funds.
12. Statistical tables may also be presented.
Commercial Law 
MAY 16, 1941, 9 A.M. to 12:30 P.M.
Group I
No. 1.
The payment of such a dividend impaired the capital and therefore 
constituted a breach of trust by the board of directors of the subsid­
iary corporation, subjecting them to liability to the subsidiary for the 
excess amount paid. Such payment also created a right in the subsid­
iary to recover the excess amount from its stockholder, the parent cor­
poration. The accountant should mention this situation in any report 
which he signs. He should also advise the officers of the subsidiary cor­
poration to bring the matter to the attention of their counsel for 
appropriate action.
No. 2.
X ’s plea of lack of consideration is not a valid defense. Although 
normally past consideration is not regarded as sufficient consideration 
for a contract, in the case of a debt barred by the statute of limitations, 
the precedent debt is regarded as sufficient consideration for a new 
promise binding on the debtor.
No. 3.
At common law Peters can recover the machine or its value from the 
accountant. If goods are sold by a person who is not the owner, and who 
does not sell them under the authority or with the consent of the owner, 
the buyer acquires no better title to the goods than the seller had, unless 
the owner of the goods is by his conduct estopped from denying the 
seller’s authority to sell. The other dealer was not the owner of the 
machine and was not authorized to sell the machine but was only 
authorized to receive offers for transmittal to Peters for approval be­
fore a sale could be consummated. Mere delivery of possession is not 
enough to estop the owner. Even if an owner entrusts possession to one 
who is in the habit of selling goods of the same nature, if authority is 
only given to exhibit the goods to possible purchasers and to receive 
offers from them, an innocent purchaser receives no protection if in 
fact there was no authority to sell.
No. 4.
(a) An express warranty is a statement of fact made by a vendor as 
an agreement collateral to a sale, with reference to the quality, 
condition, or title of the goods, the truth of which the vendor
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insures, and upon which the vendee is intended to rely in 
making the purchase. Example: In the sale of a horse the 
vendor warrants that the animal is not diseased.
(b) A representation is a statement of fact by the vendor as to the 
quality, condition, or title of the goods. Where made as an 
agreement collateral to a sale it amounts to an express war­
ranty. Whether or not made as an agreement collateral to a 
sale, if it is made by a vendor with knowledge of the untruth 
of the statement or with reckless disregard as to whether it is 
true or not, the vendor is liable in deceit if the buyer relied 
upon the statement to his detriment. Example: In the sale of 
a horse, the vendor states that it is not more than two years 
old.
No. 5.
(a) 1. One who has a reasonable expectation of benefit from the
continued life of another, founded on a relationship be­
tween the two, either pecuniary or of consanguinity or 
affinity, has an insurable interest in the life of such other 
person.
2. One who has such an interest in a particular piece of property 
or such a relationship thereto that he derives a benefit from 
its existence or may suffer pecuniary loss from its destruc­
tion has an insurable interest in that piece of property.
(b) The buyer cannot hold the insurer for a loss during the term of
the policy. A fire-insurance policy is a personal contract de­
pending in part on the insurer’s confidence in the particular 
owner, and is not assignable without the consent of the insurer.
(c) An unsecured creditor does not have an insurable interest in the
property of his debtor, for he has no interest in any particular 
property belonging to the debtor.
Group II
No. 6.
The books and papers of a professional man may properly be con­
sidered baggage, and a common carrier which assumes the care and 
custody of baggage is liable for loss thereto except in case of an act of 
God or negligence of the owner. The carrier would therefore be liable for 
the full value of the brief case and its contents, unless notice of limited 
liability or of a requirement that excess value be declared was brought 
to the passenger’s attention in fact or constructively as by regulation 
filed with the Interstate Commerce Commission.
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No. 7.
(a) This type of injunction would be called mandatory. In the case
put the firm could not obtain such an injunction to compel X 
to carry out his contract, for equity will not decree specific 
performance of a personal service contract.
(b) Although X ’s contract to work for the firm contracted with
implies a negative promise on his part not to work for another 
firm during the contract period, an injunction could not be 
obtained forbidding X  to enter the employ of any other firm 
of certified public accountants, since equity will not impose 
upon X the alternative of performing his contract or abandon­
ing all employment for which he is suited. I t  is conceivable, 
however, that an injunction might be obtained against a par­
ticular firm employing X if it could be shown that the com­
petition between the firms was such that by reason of X ’s 
reputation he would divert business to the new firm. I t  seems 
unlikely that such an injunction would be granted in the case 
of an accountant. The leading case on the subject involved a 
famous opera singer, and there have been such cases involving 
outstanding baseball players. Members of more conservative 
professions do not become such drawing cards.
(c) He would be held in contempt of court and would be subject to
fine or commitment to jail until he had purged himself of his 
contempt.
No. 8.
(a) X would have no rights against Y where the goods were de­
stroyed prior to the execution of the contract without the 
knowledge of either party, since the non-existence of the 
specific subject matter renders the agreement void from the 
outset for mutual mistake and impossibility.
(b) Where there is a contract to sell specific goods, and subse­
quently, without any fault on the part of the seller or the buyer, 
but before the risk passes to the buyer, the goods are com­
pletely destroyed by fire, the contract is avoided, on the 
ground of impossibility of performance. Thus in the case put 
X has no rights against Y.
No. 9.
(a) Voluntary dissolution must be pursuant to the statutes of the 
state of incorporation. Such statutes usually provide that the 
directors and stockholders must vote to dissolve and that a
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certificate to that effect must then be filed with a designated 
state officer. Final compliance with the statute by receipt of 
the certificate is considered an acceptance by the state of the 
surrender of the corporation’s charter.
(b) Involuntary dissolution of a corporation is usually by court 
action. Such action may be brought by a state official for 
violation of a statute or misuser of the corporate franchise, or 
under some statutes a certain class of creditor may secure the 
dissolution of a corporation and the appointment of a receiver 
to wind up its affairs.
No. 10.
A del credere agent is an agent who sells the goods of his principal 
on credit and guarantees the solvency of the purchaser and his perform­
ance of the contract. Such agents are commonly found among com­
mission merchants or factors.
No. 11.
(a) If permitted by the law of the state of incorporation, and if rea­
sonable and if in conformity with the corporate objects and 
within the corporate powers, a corporation may restrict the 
transfer of its stock by a provision in the certificate of incor­
poration or by a by-law. In some jurisdictions such provision 
or by-law must be written on the stock certificate in order to be 
effective. A transfer of particular stock may also be restricted 
by agreement between the corporation and certain stockhold­
ers. A practical method of enforcing such an agreement would 
be to put the stock in trust.
(b) If a person accepts office as a director of a corporation but com­
pletely fails to perform any of the duties of his office he incurs 
risks of various types, for example: His failure to supervise 
co-directors or officers may make him liable for their mis­
deeds. He may be liable for damages resulting from his non- 
observance of statutory duties. In some states he would be 
liable for dividends wrongfully declared.
(c) In the absence of statutory or charter authorization a corpora­
tion cannot become a member of a partnership, because that 
would place the management of its affairs in the hands of 
others than its own directors.
COMMERCIAL LAW—MAY, 1941 219
No. 12.
(a) The life of a United States patent is seventeen years. I  assume
that the patent was obtained by the company through appli­
cation filed in the Patent Office. If so, the cost should be 
amortized over the life of seventeen years, and the auditor 
should claim one seventeenth of such cost for amortization 
or depreciation of the patent during the current year. If the 
patent was obtained by the company by purchase from a 
patentee, the purchase price should be amortized over the 
remaining life of the patent.
(b) Trade-marks do not expire as do patents, and the right to use
them continues indefinitely. They exist independently of 
the registration statutes. The value of a trade-mark is not 
exhausted by use or passage of time. Accordingly, no amor­
tization or depreciation can be claimed for the current year 
with respect to a registered trade-mark used by the corpora­
tion in its business.
Accounting Theory and Practice—Part II 
MAY 16, 1941, 1:30 P.M. to 7:30 P.M.
No. 1.
Exhibit 1
TH E HALL INSTRUM ENT COMPANY
E stimate op Annual Net Profits
For the years 1941 to 1944 inclusive
Estimated annual sales........................................ ..................... $110,000
Estimated annual costs and expenses:
Expenses, per books:
1938 .......................................................................................  $ 70,000
1939 ....................................................................................... 80,000
1940 .......................................................................................   75,000
T otal................................... ........................................  $225,000
Deduct:
Interest on mortgage:
1938 ...................................................................  $3,240
1939 ..................................................   3,060
1940 ...................................................................  2,880
Total mortgage interest.............................  $9,180
Organization costs, etc.......................................  7,600
Premium on redemption of preferred sto ck .. .  1,250 18,030
Three-year average, as corrected..........................................  $206,970
Annual charge (⅓  of $206,970)............................................  $ 68,990
Add:
Additional depreciation on existing equipment
(⅕  of $10,000).. ............................................. $2,000
Increase in manager’s salary.............................  7,000
Depreciation on new equipment to be pur­
chased ...............................................................  5,000
Additional operating expenses........................... 5,000
Increase in federal income and excess-profits
taxes..................................................................  7,500 26,500 95,490
Estimated annual net profits.................................................... $ 14,510
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Exhibit I I
THE HALL INSTRUMENT COMPANY 
Statement of Required Profits and Excess of E stimated Profits
For the years 1941 to 1944 inclusive
Assets, per balance-sheet, December 31, 1939........................ $235,000
Add:
Adjustment of land value to the fair market value........... $ 20,000
New equipment required........................... ............................ 25,000 45,000
T otal................... . .......................................................  $280,000
Deduct:
Proceeds of insurance applied to payment of the mortgage. $ 45,000
Additional accrued depreciation...........................................  10,000
Average current liabilities...................................................... 40,000 95,000
Amount of stock equity funds required................................... $185,000
Required profit (6% of $185,000)............................................. $ 11,100
Estimated annual profits (Exhibit I ) .......................................  14,510
Excess of estimated profit over tha t required........................  $ 3,410
I t  would be unwise to capitalize the excess earnings of $3,410, as the problem 
states tha t “ it is unsafe to assume that the rate of profits to be earned after the next 
four years (1941-1944) will exceed an ordinary rate of return on business investments 
of this general character.” However, an additional payment may be made computed 
on the basis of the present value of four payments of $3,410 on a 6 per cent basis, 
as shown in the following:
Amount Per Share
Book value, per Exhibit I I  (5,000 shares)..............................  $185,000 $37.00
Deduct—new capital required for the new equipment............  25,000 5.00
Adjusted book value................................................... $160,000 $32.00
Add:
Present value of 4 payments of $3,410 on a  6% basis
1
(1.06)4P V = $3,410
1 -
.06
PV=$3,410 (3.4651056)................................................  11,816 2.36
T otal.............................................................................  $171,816 $34.36
An estimate of the fair market value of the stock would be between $32.00 and 
$34.36 per share.
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No. 2 Exhibit A
TH E STATE STOVE COMPANY
Statement of  Application of  F unds 
For the year ended December 3 1 , 1940
Funds provided:
By profits:
N et income, per income statem ent.................... ............. $818,000
Add non-cash items:
Depreciation.............................................. .. $125,000
Amortization of organization expenses___ 24,000
T otal.........................................................  $149,000
Less profit on sale of p lan t........................  31,000 118,000 $936,000
By proceeds from sale of 1,000 shares of common stock___
By proceeds from sale of Norwalk properties:
Cost of buildings and equipment sold.............................
Less reserve for depreciation.............................................
Book value of buildings and equipment..........................
Add cost of land sold.........................................................
Book value of Norwalk properties sold.............................
Add profit from sale...........................................................
$585,000
280,000
$305,000
183,000
$488,000
31,000
100,000
Proceeds from sale..............................................................
Less five-year mortgage notes received in part payment
Cash proceeds received......................................................
By decrease in working capital (Schedule I ) ......................
Total funds provided..................................................
$519,000
300,000
219,000
283,500
$1,538,500
Funds applied:
Purchase of new p lan t............................................................
Retirement of 3,000 shares of preferred stock a t $110 
per share...............................................................................
Cash dividends declared or paid:
On preferred stock..................................................................
On common stock...................................................................
Additional investments in State Credit Co.............................
Total funds applied....................................................
$ 300,000
330,000
$165,000
638,000 $ 803,000
105,500
$1,538,500
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Schedule I
TH E STATE STOVE COMPANY 
Schedule of Working Capital
For the year ended December 31, 1940 
December 31
1939 1940 Increase Decrease
Current assets:
Cash.............................................. $ 390,000 $ 280,000 $110,000
Marketable securities........... ... 527,000 220,000 307,000
Accounts and notes receivable
(net)........................................ 1,077,000 1,092,000 $ 15,000
Inventory................................... 1,185,000 1,452,000 267,000
Prepayments.............................. 55,000 60,000 5,000
Total current assets___ $3,234,000 $3,104,000
Current liabilities:
Accounts payable...................... $ 234,000 $ 306,000 72,000
Preferred dividends payable .. . 45,000 40,500 4,500
Accrued liabilities...................... 101,000 112,000 11,000
Provision for income tax es .. . . 150,000 225,000 75,000
Total current liabilities.. $ 530,000 $ 683,500
Working capital............. $2,704,000 $2,420,500
Decrease in working capital (Ex­
hibit A ).......................................  283,500 _________
$575,000 $575,000
Schedule I I
THE STATE STOVE COMPANY
Analysis of Surplus
For the year ended December 3 1 , 1940
Balance, December 3 1 , 1939.......................................................................
Add profits for the year, per income statem ent.......................................
T otal...............................................................................................
Deduct:
Cash dividends paid:
Preferred stock................................................................... $165,000
Common stock:
June 3 0 , 1940, on 37,500 shares a t $8.00 
per share...............................................  $300,000
December 3 1 , 1940, on 42,250 shares a t 
$8.00 per share..................................... 338,000 638,000
$1,801,000
818,000
$2,619,000
Total cash dividends................................................. $803,000
224 A N S W E R S
Stock dividend paid on common stock..............................  $375,000
Premium paid on preferred stock retired..........................  30,000 $1,208,000
Balance, December 31 , 1940......................................................................... $1,411,000
Schedule I I I
TH E STATE STOVE COMPANY 
Analysis of Common Stock Account
For the year ended December 31, 1940 
Outstanding, December 31, 1939:
37,500 shares of a par value of $100 each.............................................  $3,750,000
Add:
July 1, 1940:
Stock dividend (10%) or 3,750 shares...............................................  375,000
Sold 1,000 shares...................................................................................  100,000
Outstanding, December 3 1 , 1940—42,250 shares of a par value of $100 
each.............................................................................................................  $4,225,000
Deduct goodwill written off.................. ....................................................  3,212,000
Outstanding, December 31 , 1940—42,250 shares of no par value............  $1,013,000
Schedule IV
TH E STATE STOVE COMPANY
Analysis of Cost of Buildings and Equipment Sold on J anuary 1 ,  1940
Balance, per balance-sheet, December 31, 1939.......................................  $2,935,000
Add cost of new p lan t........................................................................ . ........ 300,000
T otal...............................................................................................  $3,235,000
Deduct balance a t December 31, 1940, per balance-sheet.....................  2,650,000
Cost of buildings and equipment sold January 1, 1940..........................  $ 585,000
Schedule V
TH E STATE STOVE COMPANY
Analysis of Depreciation Account 
For the year ended December 3 1 , 1940
Asset Rate Depreciation
Buildings and equipment a t December 31 , 1939.. $2,935,000
Less portion sold on January 1, 1940 ..................  585,000
Balance, January 1 , 1940, used during the y e a r... $2,350,000 5 % $117,500
Cost of new p lan t....................................................  300,000 2½  7,500
T otal..........................................................  $2,650,000 $125,000
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Schedule V I
TH E STATE STOVE COMPANY
Computation of D epreciation Accrued on the Buildings and E quipment
Sold on J anuary 1 ,1940
Reserve for depreciation, December 31 , 1939, per balance-sheet.............  $1,260,000
Provision for depreciation (Schedule V ).................................................... $ 125,000
T otal...............................................................................................  $1,385,000
Balance in the reserve account, December 31, 1940................................ 1,105,000
Depreciation applicable to buildings and equipment........................ . . .  $ 280,000
Schedule V II
TH E STATE STOVE COMPANY 
Analysis of Preferred D ividends P aid During the Year Ended
December 3 1 , 1940
Accrued dividends on preferred stock retired on February 29, 1940:
Two months a t $1.00 per share (3,000 shares)................................. $ 3,000
Dividends paid quarterly on 27,000 shares outstanding, a t the rate of 
$6.00 per share..........................................................................................  162,000
T otal...............................................................................................  $165,000
No. 3.
SIOUX CITY PRIN TING  COMPANY (CORPORATION) 
Entries Recording the Transactions before the T ransfer to the
P artnership, December 31,1940
(1) Debit Credit
Surplus..........................................................................................  $ 5,000
Accounts receivable............................................................  $ 4,000
Reserve for doubtful accounts..........................................  1,000
To write off the uncollectible accounts ($4,000) and to pro­
vide a reserve ($1,000) for the doubtful receivables.
(2)
Land.............................................................................................. 2,000
Surplus.................................................................................. 2,000
To write up the valuation of the land account to its fair 
market value of $22,000.
(3)
Cash..............................................................................................  12,000
Notes payable...................................................................... 12,000
To record the cash received from the partners and the is­
suance of notes payable (6%) due in 30 days.
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(4)
Preferred stock............................................................................  $ 15,000
Surplus..........................................................................................  1,500
Cash......................................................................................  $16,500
To record the redemption of the preferred stock holdings of 
Phillips, Pickens and Greenberg a t $110 per share.
SIOUX CITY PRIN TIN G  COMPANY (PARTNERSHIP)
Entrees T ransferring the Assets and Liabilities to the P artnership 
January 1, 1941
(5) Debit Credit
Dissolution account....................................................................  $148,500
Reserve for doubtful accounts..................................................  1,000
Buildings—Depreciation reserve............................................... 5,000
Equipment—Depreciation reserve...........................................  25,000
Cash......................................................................................  $ 500
Sioux City Bank.................................................................. 5,500
Accounts receivable............................................................. 11,500
Supplies...............................................................................................  30,000
Land....................................................................................................  22,000
Buildings.............................................................................................  40,000
Equipment..........................................................................................  60,000
Goodwill...............................................................................  10,000
To record the sale of the assets of the corporation a t the 
adjusted book values.
(6)
Accounts payable........................................................................  11,000
Notes payable.............................................................................. 32,000
Dissolution account............................................................  43,000
To record the transfer of all liabilities other than the mort­
gage payable.
(7)
Mortgage payable.......................................................................  25,000
Preferred stock............................................................................  10,000
Common stock............................................................................. 50,000
Surplus........... ..............................................................................  20,500
Dissolution account............................................................  105,500
To record the transfer of the mortgage and the dissolution 
of the corporation.
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(8)
Investment in securities of the Sioux City Printing Co.:
Common stock—par value $50,000......................................  $ 72,000
Preferred stock—par value $10,000.  ..........................  11,000
Mortgage payable...................................................................  25,000
Capital accounts:
A. B. Pack........................................................................
C. D. Pack........................................................................
E. F. P ark ........................................................................
To record the assignment of the holdings of the partners in 
the securities of the Sioux City Printing Company (corpo­
ration) a t the agreed values.
(9)
Cash..............................................................................................  500
Sioux City B ank..........................................................................  5,500
Accounts receivable....................................................................  11,500
Supplies......................................................................................... 30,000
L and..............................................................................................  22,000
Buildings....................................................................................... 40,000
Equipment...................................................................................  60,000
Goodwill.......................................................................................  10,000
Buildings—Depreciation reserve.......................................
Equipment—Depreciation reserve....................................
Reserve for doubtful accounts..........................................
Liability for assets acquired...............................................
To record the purchase of the assets of the corporation a t 
the adjusted book values.
(10)
Goodwill.......................................................................................  2,500
Liability for assets acquired......................................................  148,500
Mortgage payable...............................................................
Accounts payable................................................................
Notes payable......................................................................
Investment in securities of the Sioux City Printing Co.:
Common stock.................................................................
Preferred stock................................................................
To record the assumption of all corporate liabilities as 
shown by the company’s books.
(11)
Notes payable..............................................................................  12,000
Capital accounts:
A. B. Pack........................................................................
C. D. Pack.......................................................................
E. F. P ark ........................................................................
To record the cancellation of the notes of the partners.
$36,000
36,000
36,000
5,000
25,000
1,000
148,500
25,000
11,000
32,000
72,000
11,000
4,000
4,000
4,000
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SIOUX CITY PR IN TIN G  COMPANY (PARTNERSHIP) 
W ork Sheet—Opening Balance-sheet
January 1, 1940
Balance-sheet 
Transactions January 1, 1940
Debits Credits  Assess Liabilities
Investments in securities of the
Sioux City Printing Co.: 
Common stock (par value
$50,000)....................................
Preferred stock (par value
$ 72,000 (8) $ 72,000 (10)
$10,000).................................... 11,000 (8) 11,000 (10)
Mortgage payable.......................
Capital accounts:
25,000 (8) 25,000 (10)
A. B. P ack.................................... 36,000 (8) 
4,000(11)
$ 40,000
C. D. P ack................................... 36,000 (8) 
4,000 (11)
40,000
E. F. P ark ..................................... 36,000 (8) 
4,000(11)
40,000
Cash.................................................. 500 (9) $ 500
Sioux City B ank.............................. 5,500 (9) 5,500
Accounts receivable........................ 11,500(9) 11,500
Supplies............................................. 30,000 (9) 30,000
L and.................................................. 22,000 (9) 22,000
Buildings........................................... 40,000 (9) 40,000
Equipment....................................... 60,000 (9) 60,000
Goodwill........................................... 10,000 (9) 
2,500 (10) 12,500
Reserve for doubtful accounts. . . . 1,000 (9) 1,000
Buildings—Depreciation reserve. . 5,000 (9) 5,000
Equipment—Depreciation reserve. 25,000 (9) 25,000
Liability for assets acquired............ 148,500 (10) 148,500 (9)
Accounts payable............................ 11,000(10) 11,000
Notes payable.................................. 12,000 (11) 32,000 (10) 20,000
$450,500 $450,500 $182,000 $182,000
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Answers to Examinations of November, 1941
Auditing
NOVEMBER 13, 1941, 9:00 A.M. to 12:30 P.M.
No. 1.
In order to determine the gain or loss on each lot sold, it will be 
necessary to determine the cost assignable to each lot. A method in 
common use is to allocate the cost as follows:
Sales price for each lot 
Total sales price of all lots
total cost =  cost of lot.X
In arriving at the sales price of each lot all relative factors, such as area, 
location, shrubbery, etc., should be considered. So long as the same 
appraiser assigned the sales values to all of the lots, the fraction used 
above would Work out satisfactorily. The amounts for which the lots 
are ultimately sold may differ from the sales values assigned, but such 
differences are immaterial inasmuch as they will be more or less pro­
portionate in the case of each lot.
An assignment of cost based upon area alone should not be used, 
because such a method does not consider other factors which enter into 
the desirability of each lot.
No. 2.
As the estimated useful life of the replaced machine is ten years, and 
as it has been used two years, the accumulated depreciation amounts to 
20 per cent of its cost. This 20 per cent plus the trade-in allowance of 50 
per cent results in a 30 per cent accounting loss. However, under section 
112 (b) (1) of the Internal Revenue Code “ no gain or loss shall be 
recognized if property held for productive use in trade or business or for 
investment . . .  is exchanged solely for property of a like kind to be 
held either for productive use in trade or business or for investment.”
(a) For federal income-tax purposes, the excess of the depreciated 
cost of the old machine over the trade-in allowance (the loss), should 
be added to the cost of the new machine purchased to determine the 
basis for depreciation allowances or subsequent gain or loss on the sale 
of the new machine. The loss on the old machine is not deductible for 
tax purposes.
(b) For accounting purposes, the excess of the net book value over 
the amount of the trade-in allowance should be recorded as a loss, and
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the purchase price of the new machine should be used as the base for 
computing depreciation allowances.
No. 3.
(a) The reserve was probably created by an appropriation of profits 
or surplus by resolutions of the board of directors. These transfers may 
have been voluntary or may have been required under the terms of the 
issuance of the preferred stock, by the charter, or by the by-laws. The 
purpose is to preserve the working capital of the company by restrict­
ing the amount available for dividends on the common stock, and thus 
protect the holders of the outstanding preferred stock.
(b) The reserve is not a liability of the company, but is an appropria­
tion of surplus to be returned to surplus available for dividends on the 
common stock when all of the preferred stock is retired. The effect on 
the earnings and working capital of the company of the elimination of 
the requirements for the reserve and of providing for dividends on the 
preferred stock should be considered by the client. I t  should also be 
borne in mind that any premium payable on the calling of the remain­
ing preferred stock would be chargeable to surplus.
No. 4.
(a) The amount of the deficiency should be charged to the operations 
for the current year with a corresponding amount set up as a liability. 
As the amount of this deficiency may be recovered in the next succeed­
ing year it should be shown as a contingent asset on the balance-sheet 
by:
(1) A footnote
(2) In short, on the asset side
(3) As a contingent asset with an offsetting reserve, on the asset side.
(b) In the following year the recovery would be credited to the cost 
of operations.
If the operations for the current period were such that little or no 
coal was extracted from the leased tract during the early part of the 
year, but were stepped up to such an extensive rate during the later 
months that it would be reasonable to expect that the deficiency would 
be recovered, the amount could be charged to a deferred expense ac­
count, if a proper notation was made on the balance-sheet of its con­
tingent nature. In the following year, the recovery would be credited to 
the deferred expense account.
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No. 5.
(a) The partnership agreement should be examined with particular 
attention directed to those provisions governing the manner of de­
termining a partner’s equity in the event of death. As the death of a 
partner generally operates to dissolve a partnership, the effect in this 
case is the sale of the net assets of the old partnership to the new one of 
the surviving partners. Hence, it is necessary to determine the current 
market values of the assets to be transferred.
As the books are kept on the cash-receipts-and-disbursements basis, 
it will be necessary to determine and give effect to any unrecorded ac­
crued assets and liabilities, such as: (1) accrued and prepaid expenses, 
(2) accrued interest on bonds, and (3) dividends receivable. Effect 
should be given also to any increase or decrease of carrying value to the 
market prices of the stocks and bonds, and to the sales value of any 
furniture and equipment as at February 28th.
The most difficult task is to determine the valuation of the amounts 
receivable from clients. A procedure that may be followed is:
(1) Examine the cash disbursements record, time records, and other
books of original entry in order to obtain a list of expenditures 
made for the accounts of clients, of services rendered but not 
billed, and of any other chargeable items. A list of the accounts 
billed but uncollected should be taken from the customers’ 
ledger. The surviving partners or a committee should study 
these lists for the purpose of estimating the amount of work 
done up to February 28th, and the amount considered col­
lectible on the uncompleted work as well as of the uncollected 
accounts receivable.
(2) Special attention should be given to the accounts of clients on a
retainer basis. If the retainer is collected in advance, the un­
earned portion should be set up as deferred income; if not 
collected, it should be carried at a value proportionate to the
expired period.
The ordinary liabilities for rent, light, telephone, salaries, etc., should 
be easily ascertained from the month-end statements, invoices, etc. 
Inquiry should be made of the surviving partners to learn of any other 
liabilities.  
The net worth of the firm may be determined from a listing of the 
assets (at current value) and the liabilities. The deceased partner’s 
equity may then be determined by applying his percentage to the net 
worth. The equity should then be recorded by charging a purchased
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equity account and crediting a liability account with the estate of the 
deceased partner. Any balances in the deceased partner’s personal, 
drawing or capital accounts should be transferred to the estate account, 
which will be closed when the final payment is made.
(b) The balance in the purchased equity account may be carried 
until the end of the year at which time it may be charged to profit and 
loss. Or it may be amortized over a number of succeeding years. A 
common practice is to amortize it by crediting the account with an 
amount equal to the share of the profits which the deceased partner 
would have received if he were a continuing member of the partnership. 
No. 6.
The simultaneous verification of the cash on hand, the cash in banks, 
and the negotiable instruments at the close of business on a day subse­
quent to the balance-sheet date is known as a “ cash cut-off.”
A shortage in one account may be covered up by drawing on one of 
the other accounts if the cash and negotiable-instrument accounts are 
verified on different days. Hence, if these accounts are verified simul­
taneously, any shortage in the aggregate of the accounts will be dis­
closed.
No. 7.
Under the circumstances stated in the problem, an increase in the 
provision for depreciation is justified for the following reasons:
(1) An increase in the working day from eight hours to twenty-
four hours results in an increase in the wear and tear on the 
machinery not contemplated when the normal rate of depre­
ciation was set.
(2) An increase in the number of shifts from one to three will prob­
ably result in a shortage of skilled labor. As the company 
manufactures precision parts with a very small labor turnover, 
it would appear that these men were a highly skilled group. 
The use of men with little experience on machines of the type 
used here is bound to result in more rapid depreciation. Fur­
thermore, when more than one man works on a machine, the 
responsibility for its care is divided and needed minor repairs 
and adjustments are often postponed and overlooked.
(3) In addition to operating three shifts a day, the machines have at
times been operated continuously for seven days a week. 
Machines, like men, are subject to fatigue and need rest. 
Without rest, their lives will be shortened. Under such a
AUDITING—NOVEMBER, 1941
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schedule, there is a temptation to postpone necessary repairs 
and adjustments until some time later. Such a policy is bound 
to accelerate the depreciation.
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No. 8.
Under the instalment-collection method of accounting, the gross 
profit is taken up as realized in the proportion that the instalments col­
lected bears to the selling price. This method may be expressed as 
follows:
Collections 
Sales price
X gross profit =  gross profit realized.
While the gross profit may be computed on each individual sale of 
more costly items in some businesses, the practice among retailers of 
radios is to determine the amount of gross profit on the total sales for a 
year. As the rate of gross profit may vary for each year, and as the final 
payment on a 24-monthly payment plan will carry open accounts into 
the next two succeeding years, a separate control account, by years, 
should be kept for the accounts receivable and the deferred gross profit. 
Provision should also be made in the cash-receipts book for the segre­
gation of the collections, by years, of the sale.
At the end of the year, or more often, the sales should be recorded by 
a debit to accounts receivable and a credit to cost of sales (or inventory) 
and deferred gross-profit account. The realized gross profit for the year 
is recorded by transfer from the deferred gross-profit accounts to the 
gross profit realized accounts of that portion of the collections which 
represents realized gross profit.
No. 9.
The audit working papers should be indexed and cross-referenced in 
some such manner as outlined below:
On the working trial balance assign a letter or a Roman numeral to 
every account supported by a schedule.
The schedules should bear the corresponding identification. The 
subschedules, analyses, memoranda, etc., supporting the main 
schedules should bear the corresponding letter or numeral, plus 
a page or sheet number.
The draft report should be indexed to the schedules for reference 
purposes.
Some of the reasons for preserving the audit working papers are:
(1) To have available during subsequent audits, analyses of such
accounts as:
Capital stock 
Surplus
Fixed assets and related reserves 
Bonds and related unamortized discount
and expense 
Reserves
(2) To have available information which may be of aid if the tax
authorities and other regulatory bodies, such as the Securities 
and Exchange Commission, examine the client’s records or 
require additional information.
(3) To substantiate the accuracy of the report in case of question
at some future date.
(4) To aid the client in supplying information in case his records
have been destroyed or are missing.
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No. 10.
(1) A survey should be made to ascertain the effectiveness of the 
system of internal control. This survey should include a study of the 
procedures covering the purchasing, storing, requisitioning, shipping, 
and billing of the merchandise, keeping of the sales records and cus­
tomers’ ledgers, receiving, recording, posting of remittances, authoriz­
ing and recording of returns and allowances, bad debts, etc., to deter­
mine that the functions are segregated.
(2) If the system of internal control is satisfactory, it will not be 
necessary to list all of the customers’ balances unpaid at the balance- 
sheet date. Instead, the auditor may check a number of the trial bal­
ances for groups one and three against the respective ledgers, noting 
the credit balances and the collections since the balance-sheet date. 
These trial balances should be footed and (with those not checked) 
should be compared with the controlling accounts in the general ledger. 
As there will be fewer accounts in group two, and the balances will be 
larger, it would be well to trace all the items in this group.
(3) The ledger accounts should be examined, the postings from the 
sales registers and cash receipts records test checked, and the entries 
from other sources should be checked to those sources to determine that 
the entries have been properly authorized. This procedure may disclose 
unauthorized credits.
(4) The sales and return sales record should be test checked by com­
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paring a substantial number of the entries against copies of the cus­
tomers’ invoices and credit memoranda.
(5) The status of past-due accounts should be discussed, in the light 
of the company’s collection experience, with the credit department or 
an officer of the company, in order to determine the adequacy of the 
reserve for bad and doubtful accounts.
(6) The policies controlling cash discounts, trade discounts, terms, 
freight, and advertising allowances should be ascertained to learn 
whether reserves or adjustments of any of these items are necessary.
(7) The accounts of stockholders, directors, officers, employes, and 
affiliated companies should be segregated and shown separately on the 
balance-sheet.
(8) Any goods on consignment which are being carried as accounts 
receivable should be eliminated from the accounts receivable from 
sales, and set up as inventory at cost laid down or market, whichever 
is lower.
(9) Particular attention should be paid to the shipping records and 
charges for a few days prior to and subsequent to the balance-sheet 
date, to determine that all goods shipped have been recorded in the 
current period and that the records have not been held open to record 
shipments for the first few days after the close of the fiscal year. Similar 
tests should be made against the record of return sales to learn whether 
the credits for merchandise received were recorded in the proper 
period.
(10) Examination should be made of the cash-receipts records for a 
few days prior to and subsequent to the balance-sheet date, to deter­
mine that the cash records were not held open and that collections 
were recorded in the proper period.
(11) The auditor should make a test circularization for confirmation 
of the customers’ accounts. These requests, with a stamped envelope 
addressed to the auditor’s office (or post office box controlled by him), 
should be mailed in envelopes bearing the corner card of the auditor so 
that if not delivered they will be returned to him. A test of about 25 
per cent of the accounts in group one should be satisfactory. The af­
firmative form of request for confirmation should be sent to all of the 
accounts i n groups two and three. If the chain stores are divided into 
territories, the request should show the balances by stores within the 
territory and sent to the division office controlling the group.
(12) Any accounts which are sold or hypothecated should be so in­
dicated in the balance-sheet.
(13) Accounts with credit balances, unless negligible in aggregate
amount, should be segregated and shown in the liability section of the 
balance-sheet.
No. 11.
A written audit program in the case of a recurring examination 
results in a more efficient examination inasmuch as the senior in charge 
has a detailed plan from which he may readily assign the mechanical 
work to his assistants. I t  also serves as a check list to eliminate the pos­
sibilities of overlooking some part of the engagement. Such a program is 
particularly valuable when the practice of the firm is to have one of the 
principals approve and discuss it with the senior before beginning the 
engagement. In addition, the plan constitutes a written memorandum 
in the files of the accountant of the work performed by the individuals 
who worked on the engagement.
The disadvantages are quite apparent. Sooner or later, the client’s 
employees become familiar with the plan and may effectively prevent 
the auditor’s detection of any manipulation of the accounts. The use of 
a written program may create a tendency to avoid responsibility and 
independent thought on the part of the senior in charge of the engage­
ment, with the result that he may overlook some important matters not 
covered in the program.
No. 12.
Whenever possible, the provision for normal and excess-profits taxes 
should be shown separately on interim statements of profit and loss as 
a deduction from the “ net profits for the period before federal income 
taxes.” This treatment is desirable as it permits a comparison with the 
net profits before and after taxes of other periods. With the many 
changes in recent years in the income-tax laws, the better comparison 
is with the amount of the profits before taxes.
A practical difficulty arises in determining the amount of taxes 
because the provisions of the applicable law may not be known at the 
time the statement is prepared. A good example arose in 1941 when the 
revenue act applying to that year was not signed by the President until 
September 20, 1941. This situation led to the practice of estimating the 
amount of the normal income tax which was deducted, and of qualify­
ing the statements as to the excess-profits tax.
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(b) Compound journal entry—December 31, 1940
Reserve for depreciation—trucks.....................................................  $5,718
Trucks...........................................................................................
Surplus (December 3 1 , 1939)....................................................
Profit and loss (depreciation of trucks, 1940).........................
To adjust the balances in the above accounts as shown by the 
summary below:
Adjustment 
Per As  
Books Adjusted Dr. and C r.*
$4,280
752
686
Trucks............................... $7,080 $2,800 $4,280 *
Reserve for depreciation. $7,038 $1,320 $5,718
Surplus, Dec. 31, 1939: 
P & L  1937................... $1,200 $1,000 $ 200*
P & L  1938................... 1,076 780 296*
P & L  1939................... 1,026 770 256*
Totals.................... $3,302 $2,550 $ 752*
Profit and loss 1940........ $1,246 $ 560 $ 686*
No. 2. (a) Journal entries
(1)
Cash......................................................................................................  $ 248
Deferred revenue—coupon tickets sold...................................  $ 248
To record the sale of 310 books of 10 rides each a t the rate of 
8¢ per ride.
(2)
Cash......................................................................................................  100
Cash fare revenue.......................................................................  100
To record the receipt of 1,000 cash fares a t the rate of 100 per 
ride.
(3)
Deferred revenue—coupon tickets sold...........................................  240
Ticket fare revenue.................................................................... 240
To transfer from the deferred revenue account to the revenue 
account the realized income on 3,000 tickets collected, a t the 
rate of 80 per ride.
(b) Comment on the system used
This method not only accounts for the revenue earned during the period but 
also indicates the amount of the deferred income liability for transportation to be 
furnished to ticket holders. This liability account should be reduced from time to 
time by the value of the tickets which experience indicates will not be presented.
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No. 3.
Argo Grocery Company
Statement of Departmental Profit and Loss for the Year Ended December 31, 1940
Sales........................................ ..................................
Deduct—cost of sales........................... : ...............
Gross profit..........................................
Deduct—operating expenses (per schedule 1 ) . . .
N et profit.............................................
Percentage to sales..................................................
Restaurant Retail Total
$240,000 $270,000 $510,000
200,000 180,000 380,000
$ 40,000 $ 90,000 $130,000
24,163 75,577 99,740
$ 15,837 $ 14,423 $ 30,260
6.60% 5.34% 5.93%
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No. 4. Working P aper Adjustments 
(1)
Stock donation............................................................................. $ 60,000
Land......................................................................................
Buildings..............................................................................
Treasury stock.....................................................................
To adjust the above accounts by reducing the value of the 
land and buildings accounts (as shown below), and to 
write off the balances then remaining in the treasury stock 
and stock donation accounts.
Credited to:
L and.................................. 40% $10,000
Buildings........................... 60% 15,000 $25,000
$ 10,000 
15,000 
35,000
Remainder—written off. $35,000
(2a)
Machinery and equipment........................................................
Operating expenses, repairs, etc........................................
To transfer the charge for the cost of the new machine 
purchased on June 30, 1940, from operating expense ac­
count to the asset account.
(2b)
Loss on sale of machinery..........................................................
Reserve for depreciation—machinery and equipment...........
Operating expenses, repairs, etc................................................
Machinery and equipment................................................
To record the provision for depreciation on the replaced 
machine, the elimination from the asset and reserve for 
depreciation accounts, and the loss on its sale, as follows:
Cost of machine sold..........................................  $6,000
Selling price.......................................................... 1,500
Remainder carried in the asset account.........  $4,500
Depreciation for the year (at 7½  a year):
June 30, 1939................................... $450
June 30, 1940 ................................... 450 900
10,000
3,600
900
450
10,000
450
4,500
Loss on sale. $3,600
(3a)
Reserve for depreciation—buildings........................................
Surplus—June 30, 1939......................................................
To adjust the depreciation charge for the year ended June
30, 1939, as follows:
Provision made (2% of $300,000)....................  $6,000
Correct provision (2% of $285,000).................  5,700
Overprovision based on overvaluation of the
building (entry No. 1)....................................  $ 300
300
300
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(3b)
Operating expenses, repairs, etc................................................  $ 16,500
Reserve for depreciation—buildings................................
Reserve for depreciation—machinery and equipment. .
To provide for depreciation for the year ended June 30,
1940:
Asset Cost Rate
Buildings........................... $285,000 2 %
Machinery and equipment $144,000 7½ %
$ 5,700 
10,800
Amount 
$ 5,700 
10,800
$16,500T otal..........................
(4)
Inventories:
Raw materials, etc..............................................................  52,000
Goods in process.....................................................................  105,000
Finished goods......................................................................... 137,000
Purchases.............................................................................
To record the closing inventories (June 30, 1940), and to 
write off the opening inventories (June 30, 1939).
(5)
General expenses.........................................................................  2,550
Reserve for bad debts........................................................
To record the current year’s provision for bad debts, com­
puted as follows:
Amount required (1% of $320,000).................  $3,200
Balance in the account....................................... 650
65,000
158,000
71,000
2,550
Amount provided from current operations.. .  $2,550
(6)
Operating expenses, repairs, etc................................................  1,500
Insurance unexpired...........................................................
To write off the expired portion of the prepaid insurance 
applicable to the current period.
(7)
Surplus.......................................................................................... 2,500
Bond discount expense...............................................................  2,500
Discount on bonds..............................................................
To amortize the bond discount for the two years; half of 
which is chargeable to surplus (for the year ended June 30,
1939) and half to current operations. The bond discount of 
$25,000 (10% of the par of the bonds issued, $250,000) is to 
be amortized over the ten year life of the bonds, or a t the 
rate of $2,500 per annum.
(8)
Surplus.......................................................................................... 25,000
Reserve for bond sinking fund..........................................
To record the sinking fund instalment for the current year.
1,500
5,000
25,000
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(9)
Sinking fund trustee...................................................................  $23,750
First mortgage 5% sinking fund bonds...........................
To correct the entry charging the bond account with the 
amount paid by the company to the sinking fund trustee.
(10)
Sinking fund trustee...................................................................  1,250
Bond interest.......................................................................
To record the payment of interest to the sinking fund
$23,750
1,250
trustee on June 30, 1940.
(11)
Taxes accrued..............................................................................  2,250
Surplus—June 30, 1939 .............................................................. 6,750
Operating expenses, repairs, etc........................................
To correct the charges and accruals on the taxes for the 
current year, as follows:
Amount provided (12 months a t $3,000)... $36,000
Taxes paid ..........................................................  27,000
9,000
Excess provision for 12 months and balance in 
the accrued taxes account............................ $9,000
Amount necessary for the three months from 
March 31, 1940, to June 30, 1940 (¼  of 
$27,000)..........................................................  6,750
Adjustment.......................................................  $ 2,250
(12)
Surp lus.......................................................................................... 50,000
Dividends payable..............................................................
To record the dividend of 10% on the outstanding capital 
stock of a par value of $500,000 declared on June 2 5 , 1940, 
payable July 1 5 , 1940.
50,000
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No. 5.
Retail
This method is frequently used in department and retail stores be­
cause it offers a practical means of control of the merchandise. Because 
of the volume of units, a detailed record of each unit would be too 
cumbersome to keep.
Under this method, a record of the opening inventory and the pur­
chases is kept to show both the cost and the retail selling prices. Adjust­
ments for any increases and decreases in the selling prices are made to 
the account. As the balance in the account shows the cost and the 
adjusted selling prices, the ratio of cost to retail can readily be obtained. 
If the total of the sales is deducted from the adjusted selling price of the 
opening inventory and purchases, the resulting balance should repre­
sent the inventory on hand at adjusted selling prices. This amount may 
then be compared with the physical inventory which is taken at selling 
price.
The application of the ratio of cost to retail may then be applied to 
the inventory to reduce it to a basis of the lower of cost or market.
Base-Stock
This method is used by steel converters and nonferrous metal smel­
ters who use one or more basic commodities which require a long con­
version period. Because of this long period of fabrication, it is necessary 
that they carry a rather large supply of stock on hand. The investment 
in the inventory is considered more or less fixed and should not fluctu­
ate in value with the market.
Under this method, “ normal” or minimum inventory quantities are 
carried from year to year at the same fixed value. Quantities in excess of 
the “ base ” amount are valued at the customary basis of cost or market, 
etc.
Last-in, First-out
This method is used as an alternative to the base-stock method by 
companies which maintain a minimum inventory of one or more basic 
commodities, such as smelters and fabricators of nonferrous metals, 
hide tanners, etc., and serves the purpose of applying current costs to 
current sales.
Under this method, it is assumed that the goods last purchased were 
the first used.
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Cost or Market
Under this method (which is probably the most common of all) each 
item in the inventory is valued at the lower of cost or market. Cost may 
be determined in numerous ways, depending upon which best suits the 
requirements of the particular business. Market is the lower of the cur­
rent bid price for the particular goods in the quantities usually pur­
chased or the estimated selling price less the related selling expenses.
Commercial Law
NOVEMBER 14, 1941, 9 A.M. TO 12:30 P.M. 
Group I
No. 1.
(a) Consideration necessary to make a promise legally enforceable is 
any promise, act, or forbearance which is a benefit to the promisor or a 
detriment to the promisee, which was made or performed at the prom­
isor’s request, and which the promisee was under no legal duty or ob­
ligation to make or perform. Illustration: The consideration for a 
promise by X  to deliver goods to Y may be a promise by Y to pay for 
them. The performance of professional services by Y may be the con­
sideration for a promise by X to pay a fee for them. Forbearance by X 
to sue Y on a claim which X in good faith believes to be valid may be 
the consideration for a promise by Y to pay X for such forbearance.
(b) No. I t is sufficient that performance of the act is a detriment to 
the promisee. Thus a promise by X  to pay Y if Y will take a vacation is 
valid consideration although X may derive no ascertainable benefit 
from Y’s vacation. Furthermore, the consideration may be given to 
some person other than the promisor. Thus if A promises B to guaran­
tee payment if B sells goods to C, selling the goods to C is consideration 
for A’s promise.
No. 2.
No. While oral evidence is not admissible to vary the terms of a writ­
ten contract (parole evidence rule), it is permissible to introduce oral 
evidence to show that there was no agreement a t all. Thus evidence 
may be introduced to show an oral agreement that the written contract 
was to be effective only in the event that Y procured the additional 
capital. As Y had been unable to do so the written contract would not 
be legally binding.
No. 3.
The agent is not responsible to his principal for the acts or omissions 
of subagents where, in the course of and from the nature of the busi­
ness, it becomes necessary to appoint subagents by reason of their 
particular profession or skill, or where the appointment of a subagent 
has been authorized, if the agent has used reasonable diligence and 
skill in his choice of the subagent.
252
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No. 4.
(a) Law merchant is the general body of commercial usages in mat­
ters relating to commerce.
(b) (1) When it is expressed to be so payable; or
(2) When it is payable to a person named therein or to bearer; or
(3) When it is payable to the order of a fictious or non-existing
person, and such fact was known to the person making it 
so payable; or
(4) Where the name of the payee does not purport to be the
name of any person; or
(5) When the only or the last indorsement is an indorsement in
blank.
(c) Yes. Y as a co-maker incurred an absolute and primary obliga­
tion, and presentment and notice of dishonor are not required, although 
Y was virtually a surety. An accommodation party is liable on the in­
strument to a holder for value notwithstanding such holder at the time 
of taking the instrument knew him to be only an accommodation party.
(d) The drawer and indorsers may be held if the bill is not accepted 
on due presentment. Notice of dishonor must, however, be given to the 
drawer and to each indorser, and any drawer or indorser to whom such 
notice is not given is discharged. Where due notice of dishonor by non- 
acceptance has been given, notice of a subsequent dishonor by nonpay­
ment is not necessary, unless in the meantime the instrument has been 
accepted.
No. 5.
X  may be compelled to pay for this stock if the corporation has not 
already received payment therefor in an amount at least equal to its par 
value. Thus X  could be held if previously unissued stock were issued to 
him as the bonus. But X  could not be held if the corporation had pre­
viously issued the stock for a consideration equal at least to its par, and 
later had acquired the stock by donation. The notation on the cer­
tificate would not preclude subsequent creditors of the corporation or 
shareholders who have not consented from questioning the issue of the 
stock to X.
Group II
No. 6.
(a) I t  is personal property. A partner’s proprietary interest is his 
share of the capital and profits, and this interest is personal property 
regardless of whether the firm’s assets are real or personal property.
(b) Yes. A partnership is founded on mutual confidence and trust
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and no partner may retain a secret profit. The partnership did not 
terminate when the dissolution agreement was signed, but continued 
until final liquidation of its affairs. B was a partner at the time when he 
procured the new lease, and he must account to his partners for the 
profit obtained on the sale of it. The renewal of a lease is a reasonable 
expectancy of tenants in possession, and when B secretly renewed for 
his own benefit he deprived A and C of a benefit to which they were 
equally entitled.
No. 7.
(a) The following Monday. When the day of maturity falls on a holi­
day, the instrument is payable on the next succeeding business day. 
When the latter day is a Saturday, there is a further extension to the 
next succeeding business day thereafter.
(b) No. I t  may be presented on the next succeeding day, which is 
Saturday, before twelve o’clock noon, unless the entire day of Saturday 
is a holiday. This option is given to the holder of an instrument payable 
on demand.
(c) The date of payment is determined by excluding the day from 
which the time is to begin to run, and by including the date of payment.
(d) When he obtains the instrument, or any signature thereto, by 
fraud, duress, or force and fear, or other unlawful means, or for an il­
legal consideration, or when he negotiates it in breach of faith, or under 
such circumstances as amount to a fraud.
No. 8.
(a) The provision which requires a promise to pay the debt of an­
other to be in writing. I t  was not a valid defense because the promise 
was not made to the creditor.
(b) The facts suggest a defense that Y has no rights against Z be­
cause the contract was between X  and Z, and Y was not a party to it. 
In almost all states such a defense would not succeed since a third 
party for whose direct benefit a contract is made, is allowed to enforce 
the contract directly.
No. 9.
(a) “ Fungible goods” means goods of which any unit is from its na­
ture or by mercantile usage treated as the equivalent of any other unit, 
such as grain stored in an elevator.
(b) “ Future goods ” means goods to be manufactured or acquired by
COMMERCIAL LAW—NOVEMBER, 1941 255
the seller after the making of the contract of sale, such as machinery 
agreed to be manufactured and shipped to a buyer at a future date.
(c) “ Divisible contract to sell or sale” means a contract to sell or a 
sale in which by its terms the price for a portion or portions of the goods 
less than the whole is fixed or ascertainable by computation; such as a 
contract for the sale of ten horses, each horse having a separate price.
(d) A thing is done “ in good faith” when it is in fact done honestly, 
whether or not it be done negligently. Thus a delivery of defective 
goods would be made in good faith if the seller honestly believed the 
goods to be without defect, although a more reliable inspection would 
have disclosed the defects.
(e) “ Specific goods” means goods identified and agreed upon at the 
time a contract to sell or a sale is made; such as a machine described by 
style and manufacturer’s number.
No. 10.
(a) Yes. A dividend may legally be declared out of available surplus, 
regardless of the availability of cash with which to pay it.
(b) Payment can be made in the corporation’s own stock; in the cor­
poration’s bonds or other evidence of indebtedness; in stock or bonds of 
another corporation, in any other assets owned by the corporation; or 
in cancellations of indebtedness due by stockholders to the corporation. 
No. 11.
(a) It fixes the maximum amount payable, which the amount of 
reimbursement for actual loss (partial or total) shall not exceed; and it 
serves as a base on which to compute the premiums to be paid by the 
insured.
(b) To discourage arson by removing the opportunity to convert the 
property into cash by means of an incendiary fire.
(c) In favor of the insured, because the policy (which is a highly 
technical document) was prepared by the insurer.
(d) Yes, because the object of the insurance was to obtain compensa­
tion in the event that the insured should be unable to carry on his regular 
occupation in the normal way. One of the risks insured against was the 
necessity of the insurer’s having to acquire a new means of livelihood. 
No. 12.
Yes. I t  is the creditor’s duty to disclose all unusual and important 
facts which might deter an average reasonable man from becoming a 
surety.
Accounting Theory and Practice—Part II
NOVEMBER 14, 1941, 1:30 P.M. TO 7:30 P.M.
No. 1.
There are three generally accepted methods of accounting for the 
unamortized discount and redemption premium on a refunded issue:
(1) A direct charge to surplus.
This method is conservative from the balance-sheet viewpoint, 
is supported by a Supreme Court decision and regulations of 
regulatory bodies, and permits the closing of the transaction 
immediately. However, since the profit-and-loss statement 
is now growing in importance, this method may result in a 
distortion of the income reported in subsequent years. 
Furthermore, the charge may reduce the surplus account to 
such an extent that it may affect the equity of the preferred 
stockholders.
(2) Amortization over the remaining life of the retired issue.
This method spreads the retirement cost over the life of the 
issue retired on the grounds that such cost is a penalty for 
the release from the old contract, and that the future periods 
should bear the expense with a corresponding reduction in 
the subsequent income statements. However, it is not a 
conservative treatment from the balance-sheet point of 
view.
(3) Amortization over the life of the new issue.
This method has the sanction of many regulatory bodies. I t  is 
desirable mainly because it treats the retirement cost as a 
part of the cost of the new issue to be spread over its life and 
to correctly state the annual cost of the money.. I t  is op­
posed on the ground that it overstates the annual savings 
from the refinancing and that there is no real relationship 
between the unamortized discount on the old issue and the 
term of the new issue.
Tabulation showing the effect upon profit and loss for each of the
years 1941-1946 of the alternative methods.
Method Method Method
1 2 3
1941
Redemption premium....................................... $ $33,333 $20,000
Unamortized discount...................................... 6,667 4,000
T otal...............................................................  $ $40,000 $24,000
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1942
Redemption premium.......................................
Unamortized discount......................................
T otal...............................................................
$ $33,333 $20,000
6,667 4,000
$ $40,000 $24,000
1943
1944
1945
1946
(same as 1942)
No. 2.
T own of E rskine
Statement showing operating budget appropriations, expenditures, unexpended 
balances, encumbrances, and unencumbered balances for the year 1940
Operating
Appro­
priations
Expendi­
tures
pended
Balances
Encum­
brances
cumbered
Balances
Administrative expenses:
Salaries............................... $ 3,600 $ 3,600 $ $ $
Telephone.......................... 600 540 60 50 10
Stationery and supplies. 1,800 1,050 750 250 500
T otals......................... $ 6,000 $ 5,190 $ 810 $300 $ 510
Assessment and collection of taxes: 
Salaries........................................................ $ 5,000 $ 5,000 $ $ $
Telephone.......................... 100 84 16 14 2
Stationery and supplies. 800 725 75 75
T otals......................... $ 5,900 $ 5,809 $ 91 $ 14 $ 77
Police department:
Salaries............................... $ 25,000 $ 24,500 $ 500 $ $ 500
Supplies.............................. 1,500 1,200 300 300
Radio maintenance......... 550 450 100 85 15
Operation expense and 
of squad cars...............
maintenance
3,500 2,450 1,050 1,050
Telephone.......................... 200 167 33 23 10
T otals......................... $ 30,750 $ 28,767 $1,983 $108 $1,875
Fire department:
Salaries............................... $ 15,000 $ 14,800 $ 200 $ $ 200
Supplies............................ . 500 300 200 200
Operation expense and 
of equipment.................
Telephone..........................
maintenance
1,200
100
1,200
85 15 12 3
  Totals......................... $ 16,800 $ 16,385 $ 415 $ 12 $ 403
Street repairs and maintenance:
Salaries and wages....................... .........  $ 5,550 $ 5,450 $ 100 $ 95 $ 5
Sand, gravel, stone, etc.............. .......... 7,400 7,000 400 400
T otals...................................... ......... $ 12,950 $ 12,450 $ 500 $ 95 $ 405
Interest on bonds.............................. ......... $ 21,000 $ 21,000 $ $ $
Payment of bonds............................ .........  $ 45,000 $ 45,000 $ $ $
Grand T otals......................... .........  $138,400 $134,601 $3,799 $529 $3,270
Capital
Construction of new streets:
10,000 gallons of Tarvia at 10¢...........  $ 1,000
100 tons of crushed stone at $10......... 1,000
Automobiles:
3 Buick coupes for Police Dept........... $ 3,750
Radio equipment installed in the  
above....................................................... 1,250  5 ,000
Total capital outlay.......................  $ 7,000
Total disbursements (per problem). . . .  $141,601
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No. 3.
Lynch &  Co., I nc.
Working Paper Adjustments, June 30, 1941
Debit Credit
(1)
Goodwill. ....................... .....................................................
Capital stock (100 shares of no par value).............
To record the issuance of 100 shares of capital stock of 
no par value (stated value $2.00 per share) in pay­
ment for the goodwill of Lynch & Co. on July 1 ,  1940.
(2)
Merchandise.........................................................................
Merchandise inventory, June 30, 1941...... ......................
Cost of sales.........................................................................
Lynch & Co..........................................................................
Merchandise sales.......................................................
To transfer the purchases and sales from the mer­
chandise account; to reverse the transfer of profit to 
the Lynch & Co. account; and to set up the inventory 
of merchandise a t June 30, 1941.
200.00
$ 200.00
135.00
185.00
17,870.00 185.00
745.00
18,750.00
(3)
Furniture and equipment...................................................
Depreciation of furniture and equipment...............
Reserve for depreciation—furniture and equipment
To transfer from the asset account the depreciation 
provided ($125) and to adjust the provision for the 
year, as shown below:
Balance, June 30, 1940.. . .
Additions..............................
125.00
55.75
69.25
Totals................................
Cost Rate Amount 
$485 10% $48.50
415 5 20.75
$900 $69.25
(4)
Office expenses.....................................................................
Accounts payable........................................................
To record the following liabilities not on the books:
90.00
90.00
T e le p h o n e  a n d  te le g r a p h ...................................  $ 4 5 .0 0
Stationery.....................................................  35.00
Entertaining................................................. 10.00
T otal......................................................... $90.00
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Debit
(6)
Salaries—officers.................................................................. $ 500.00
Clarence Lynch—salary account..............................
To increase the salary credit in the account of Clar­
ence Lynch from the recorded $5,200 to the author­
ized $5,700.
(7)
Salaries—officers.................................................................. 2,000.00
John J. Voigt—salary account..................................
To increase the salary credit in the account of John J.
Voigt from the recorded $2,500 to the authorized 
$4,500.
(9)
Clarence Lynch—capital account.....................................  120.00
Lynch & Co.......................................................................... 1,755.00
Salaries—officers.................................................................. 7,700.00
Other salaries.......................................................................  1,500.00
Commissions........................................................................  2,675.00
Office expenses..................................................................... 4,930.00
Depreciation—furniture and equipment.......................... 125.00
Franchise tax .......................................................................  50.00
Incorporation expenses.......................................................  120.00
Commissions earned...................................................
Credit
$ 500.00
2,000.00
To distribute the balance in the Lynch & Co. account, 
per analysis (given in problem).
(10)
Federal income and defense taxes....................................  78.08
Federal income and defense taxes payable.............
To provide for the above taxes as shown below:
N et income before taxes........................... $405.75
Add nondeductible expense (incorpora­
tion expenses)........................................  120.00
18,975.00
78.08
Taxable income.................................  $525.75
Federal income tax a t 13½ % .................  $ 70.98
Add defense tax (10% of $70.98)...........  7.10
Total tax ............................................. $ 7 8 .0 8
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No. 4.
Almost every item entering into the cost of a manufactured product 
may be treated differently in an “ actual” and a “ standard” cost 
system—raw materials, direct and indirect labor, rent, property taxes, 
supplies, insurance, depreciation, etc. However, some “ standard” 
plans include materials at cost, and labor and manufacturing expenses 
at standard.
Except for unusual situations such as a period of low production, all 
manufacturing costs are absorbed by the units produced under the 
‘‘actual’’ cost system.
Under a system of “ standard” costs, the expected costs under pre­
vailing conditions are used, although measured against actual costs to 
determine and ascertain the cause of any variations between the two 
methods. Such variations are generally carried in a variance account 
which is written off against the current cost of goods sold.
No. 5.
Elmer and Ford Syndicate
Statement showing the amount to be distributed to each of the members of the
syndicate
Amount Per Acre
Sale of 7,000 acres of land.......................................................  $245,000.00 $35.00
Less—mortgage.........................................................................  140,000.00 20.00
Amount of cash received.......................................................... $105,000.00 $15.00
Add—difference between stated cost and actual cost . . . .  10,500.00 1.50
Cash available for distribution...............................................  $115,500.00 $16.50
Add—interest on rebate (6% of $1.50).................................  .09
T otal...............................................................................  $16.59
Deduct—commission (5% of $35).......................................... 1.75
Cash (per acre) returnable to A, B, and C ...........................  $14.84
Cash distribution to A, B, and C:
A—( 900 acres a t $14.84 per acre)...........  $13,356.00
B—(3,400 acres a t $14.84 per acre)...........  50,456.00
C—( 900 acres a t $14.84 per acre)...........  13,356.00
Total to A, B, and C .................................................... 77,168.00
Remainder retained by Elmer and Ford............................... $ 38,332.00
The amount retained by Elmer and Ford is accounted for 
as follows:
Cash received on 1,800 acres a t $15.00 per acre..............
Commission on 5,200 acres a t $1.75 per acre...................
Retained on the purchase of 1,800 acres ($1.50 per acre)
T otal...............................................................................
Less—interest allowed to A, B, and C:
5,200 acres a t 9¢ per acre................................................
Amount retained by Elmer and Ford....................................
262 A N S W E R S
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BONDS
Fidelity, investigation of claim for loss under................................................
Mortgage, verification of liabilities and obligations of issue.......................
BONUS STOCK
(See “ Capital stock ”)
BRANCHES
F o reig n , e x c h a n g e  d ifferen ces in  a u d it  o f ,  h o w  h a n d le d .....................................
Inter office balances at close of period, what procedure by head office ..
BREACH OF CONTRACT 
(See “ Contract”)
BROKER
Rights of, in collection of commission...............................................................
BUDGETS
Board of education, estimates to be shown on work sheet for...................
Governmental authority, estimates shown in accounts o f ...........................
Municipal, appropriations on ...............................................................................
ANSWER
PAGE PAGE
37 48
100 141
103 148
163 232
165 235
164 233
103 145
145 213
136 197
38 49
36 47
70 99
148 216
55 75
116 169
148 216
147 215
172 246
69 96
68 95
68 94
90 124
136 198
95 134
13 19
124 178
33 45
37 48
51 71
20 29
34 45
20 29
84 117
53 73
59 80
132 190
78 111
136 198
103 148
101 143
34 46
37 49
117 170
78 111
9 13
182 257
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B URDEN
(See “ Cost accounting”) 
CALCULATING M ACHINES
QUESTION
PAGE
Sale by person other than owner, rights of owner against purchaser. . .  147 
CAPITAL EXPENDITURES
Controlled by “ authorizations,” outline audit procedure for..................... 70
CAPITAL STOCK
Common, as bonus, liability for payment o f ................................................... 177
Contract for purchase of, breach of, in refusal to deliver............................ 118
Dividends on treasury stock, not shown as incom e......................................  2
In payment of auditor’s fee, discuss transaction............................................ 67
Of constituent companies on consolidated balance-sheet............................. 68
Of manufacturing company, fair market value of, prepare estimate with
explanations........................................................................................................... 151
Of parent company and subsidiary on consolidated work sheet and state­
ments, prepare from data.................................................................................. 120
Preferred, reserve for retirement of, discuss....................................................  162
Reduction in value, how shown o n  balance-sheet.................................    69
Show particulars on balance-sheet in accordance with charter provisions 76
Treasury, should auditor certify to certain treatments o f ........................... 136
CAPITAL SURPLUS
(See “ Surplus")
CASH
ANSWER
PAGE
215
99
253
171
2
92
94
220
173
231
96
107
197
Petty cash fund as bank checking account, give opinion on proposal. . .  99 
Specific purpose funds included in, how treated on balance-sheet for credit
purposes................................................................................... .............................. 37
Verification of use of term “ cash cut-off” ................ ..................................  164
CASH CUT-OFF
Meaning of term, in connection with verification of cash ...........................  164
CASUALTY INSURANCE COMPANY
Investigation of claim against, under fidelity bond....................................... 103
CERTIFICATES
From client, in examination of accounts..........................................................  132
CHAIN STORES
140
48
233
233
148
188
Verification of sales to, by manufacturing company..................................... 165
CHECKING
Of footings and postings as part of examination............................................ 1
CHECKS
Certification of, for payment of accountant’s fee ..........................................  85
Forged signature, what claim against bank.....................................................  86
In less amount, claimed as settlement in fu ll.................................................. 54
Payment by bank of wrong amount..................................................................  51
COAL M INING  COMPANY
Deficiency in regard to royalty on tonnage mined, treatment for different 
years........................................................................................................................  162
COLLECTION AGENCY
Legal status, in state in which unqualified to do business..........................  19
COLLEGES
(See “ Schools, colleges, etc.”)
COMMERCIAL LAW
Questions in ............................................................................17,51,82,114,146,176
COMMISSION M ERCHANT
Accounts, prepare work sheet from data ..........................................................  186
COMMISSIONS
On stock sales, disallowed in depreciating cost of building......................... 135
To corporation officers, how verified.................................................................. 132
To real estate broker, right to  collect................................................................  117
COMMITMENTS
In municipal accounts, prepare statem ent.......................................................  182
CONDEM NATION PROCEEDINGS
Value of machinery of tenant, included in damages.....................................  54
CONFIRMATIONS
Types of, state differences and give examples of where used.....................  100
CONSIDERATION
W ith respect to  contracts, define and give explanation...............................  176
CONSIGNMENT
Consigned goods, how recorded, valued and checked...................................
Of refrigerators sold on instalment plan, prepare entries and summaries
CONSOLIDATED BALANCE-SHEET  
(See "Balance-Sheet ’’)
CONSOLIDATIONS
(See also "Holding company and subsidiaries”)
Accounts, minority interests, earned surplus and profit-and-loss, prepare 
work sheet.............................................................................................................
Adjustments to balance-sheets with regard to inventory and goods sold 
Consolidated balance-sheet and profit-and-loss account, prepare from 
data..........................................................................................................................
235
1
117
118
73 
71
231
28
26, 71,115, 
168, 215, 252 
258
195
188
170
257
74
141
252
Constituent companies’ stock, balance-sheet treatment o f .........................
Subsidiary companies' accounts, discuss examination o f .............................
Work sheet, balance-sheet and statements, prepare from data.................
70 97
111 160
137 200
68 95
57 77
68 94
101 145
90 124
268 I N D E X
QUESTION
CONTINGENCIES page
Reserve for, how verified and shown on interim and final balance-sheet 136
CONTRACT
Agency, responsibility of agent to principal....................................................  177
Breach of, by auditor, rights of employer to injunction..............................  148
Breach of, in stock purchase.......................... ...................................................... 118
By collection agency in state in which unqualified to do business...........  19
Consideration, with relation to, define and explain.............................. ........  176
Fraudulent, describe and give remedy for, innocent party..........................  S3
Liability of corporation officers for ..................................................................... 17
Of sale and work, labor and services, difference between............................  20
Oral agreement to pay debt of another, defense against claim .................. 179
“ Permanently” in contract for services...........................................................  84
Sale of goods, rights of parties when goods destroyed by fire....................  149
Ultra vires, determine what constitutes............................................................ 85
Unenforceable, define term as relating to law o f ...........................................  115
Validity of, regarding legal rate of interest...................................................... 19
Validity of ten-year provision for solicitor of business................................. 55
Void or voidable, define terms, as relating to law o f ....................................  115
With infant, what is meant by “ necessary” ...................................................  118
Written, affected by oral agreement........................ ......................................... 176
COPPER M INE
Bases for valuation of inventory.........................................................................  73
CORPORATIONS
As partner in a partnership..................................................................................  150
Bankrupt, liability of president as indorser of note............................ .......... 53
D e facto, when does it ex ist............................... .................................................. 82
Dividends by, define and describe how payable...................................... .. 52
Dividends from surplus, legality o f ....................................................................  180
Foreign, qualification of collection agency for doing business a s ..............  19
Liability of officers for lease and contracts......................................................  17
Loan to president, treatment by auditor in final accounts and balance-
sheet ......................................................................................................................... 35
Reorganization into partnership, assets and liabilities upon completion of 158
Resolution on write-off of property values......................................................  32
Restrictions to transfer of s to c k .........................................................................  150
Sole stockholder liability, against separate entity .......................................... 53
Tax-delinquent, termination of existence.........................................................  117
Voluntary and involuntary dissolution, explain and give example..........149
COST ACCOUNTING
“ Actual” cost compared with “ standard” method, for cost of manufac­
ture .......................................................................................................................... 189
Allocation of manufacturing costs to products, with regard to processing 35
Classification of costs in mineral fiber mining company..............................  71
Costing sales, in internal control of inventories.............................................  133
Distribution costs for grocery manufacturer, prepare schedules...............  168
Labor costs charged to new machinery, discuss and give alternative
treatment...............................................................................................................  99
Production costs, actual and standard, for lawn mower company, cal­
culate from data............................................................................... .............. 88
Rates of production cost, and departmental burden, calculate and pre­
pare summary......... ............................................................................................. 129
Zinc mining company, prepare operating statem ent..................................... 140
CREDITORS
Unsecured, right to insurable interest in property........................................  147
CURRENT LIABILITIES
(See “ Liabilities”)
DAMAGE
Responsibility in bailment case ...........................................................................  116
DEBTS
Bad, periodical provision for, how shown in statem ents.............................  69
Claim of settlement in full, paid by check in less amount.......................... 54
Consideration of promise to pay claim barred under statute of limitations 146
Of partnership, liability of surety for................................................................  180
Oral agreement to pay another’s debt, what is defense against claim . . .  179 
Reduction of interest on, rights of guarantor at maturity..........................  54
DEDUCTIONS
From taxable income, disallowed on auto equipment................................... 4
D E  FACTO CORPORATION
(See “ Corporations”)
DEFAULT
Loss on contracts for sale of refrigerators, prepare entries and summaries 111 
DEFICIENCY ACCOUNT
In receivership, prepare from data................. ................................................... 109
D E L  CREDERE AGENT
ANSWER
PAGE
198
252
217
171
28
252
72 
26 
28
254
117
217
118 
169
27 
74
169 
171 
252
102
218
73 
115
71
255
28 
26
47
225
44
218
73
170 
217
261
46
101
191
240
140
120
185
204
216
169
97
73 
215 
255 
254
74
5
160
156
(See “ Agency”; “ Agent”)
DEPARTM ENT STORE
Inventory problem by retail method..................................... ..........................  23
DEPLETION
Excessive reserve for, payment of dividends from......................................... 67
Of coal properties, amortization of cost of leasehold....................................  67
31
93
92
I N D E X 269
QUESTION
DEPLETION—Continued page
Of oil properties, under leasehold agreement..................................................  25
Of sulphur deposits, prepare entries and balance-sheet showing adjust­
m ents...................................................................................... ................................  42
DEPRECIATION
Discuss charges to depreciation reserve, in various cases............................ 67
Excessive reserve for, payment of dividends from ........................................  67
Increase in, owing to increased operation of manufacturer......... ............... 164
Of building, rate when on leased land...............................................................  133
Of buildings and equipment, in consolidation................................ . ............. 57
Of motor trucks, errors in, as affecting net profits........................................  166
Of plant and equipment not included in operating cost, discuss.............. 134
Of sulphur mining company, prepare entries and balance-sheet................ 42
On appreciation, in shipping company accounts............................................ 142
Reserve, how verified and shown on interim and final balance-sheet.. .  136
DIRECTORS
Fees, how verified by auditor............................................................................... 132
Financial risk for nonperformance of duties....................................................  150
DISBURSEM ENTS
Audit of, discuss adequacy o f ..............................................................................  34
DISCOUNT
Bond, disallowed in depreciating cost of building.........................................  135
Bond, unamortized, alternative methods of accounting for........................ 182
To distributors, as accrued liabilities of oil company, discuss methods of
checking.................................................................................................................. 38
DISSOLUTION
Of corporation and reorganization into partnership, assets and liabilities 
upon completion..................................................................................................  158
Of partnership, purchase and sale of lease by partner.................................  178
Voluntary and involuntary, of corporations, explain and give example. 149
DISTRIBUTION
Sales, costs and operating net income for grocery manufacturer, prepare 
schedules................................................................................................................  168
D IV ID E ND S
By corporation, define and describe how payable.........................................  52
In excess of surplus, paid by subsidiary to parent, discuss......................... 146
On treasury stock, not to  be shown as income...............................................  2
Out of excessive depreciation or depletion reserve........................................  67
Out of surplus, legality of and procedure for..................................................  180
Received by investment trust, treatment o f ...................................................  22
DIVISIBLE CONTRACT TO SELL OR DIVISIBLE SALE
With respect to sale of goods, define term and give illustration................ 179
DRAFTS
On goods shipped, unpaid by bank....................................................................  32
E ARNED SURPLUS 
(See “ Surplus”)
ELECTRIC LIGHT A N D  POWER COMPANY
Prepare entries, special accounts and balance-sheet, from data................  124
EMBEZZLEMENT
Claim under fidelity bond, investigation for insurance com pany.............  103
EM PLOYEES’ ACCOMMODATION ACCOUNT
Should investigation be made, discuss reasons...............................................  100
ENCUM BRANCE
Define and show how recorded in municipal accounts.................................  102
Upon assets, measures taken when undisclosed..............................................  2
ENCUM BRANCE METHOD
Define term as used by municipalities, name advantages...........................  102
ENDORSEM ENT  
(See “ Indorsement”)
ENDO W M ENT FUNDS
In college accounts kept on commercial basis..................................... ..........  95
Of college, balance-sheet treatment...................................................................  107
EQUITY
As distinguished from common law, define...................................................... 55
ERRORS
Discovered by auditor in balance-sheet examination, how treated.......... 33
ESTATES
(See “ Executors and trustees”)
EXCHANGE CHECK ACCOUNT
Should investigation be made, discuss reasons...............................................  100
EXECUTORS A N D  TRUSTEES
Amounts payable to beneficiaries, prepare statem ent..................................  6
Intermediary accounting by trustee, prepare statements from data. . . .  126
Stock rights received by trustee, law regarding......................................... .... 20
Transactions by trustee, discuss.......................................................................... 133
Trustee’s accounting for division of estate, prepare work sheet and state­
ments ....................................................................................................................... 92
EXPRESS W ARRANTY
Define, with respect to sale and give illustrations.........................................  147
EXTENSIONS OF AU D IT PROCEDURE  
Verification of inventory in accordance w ith ................................................... 134
ANSWER
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32
53
93
93
233
193
77
238
193
53
208
198
188
218
45
195
256
49
225
253
217
240
71
215
2
93
255
31
255
44
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148
142
146
3
146
134
154
75
45
142
9
181
28
193
127
215
194
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QUESTION
PAGE
. .  101
FACTORIES
Inventory verification of supplies in .................................................
FACTORY ACCOUNTING
(See “ Cost accounting")
FEDERAL INCOME TAXES
(See “ Income taxes” ; “ Taxation")
FIBER COMPANY
Inventory valuation and adjustment and classification of costs................ 71
FIDELITY BOND
(See “ Bonds")
FIR E  INSURANCE
(See “ Insurance”)
FIR E  LOSS
On building sold where unexpired insurance is included in sale price, 
rights of buyer to collect................................................................................... 147
To dissolved corporation, refusal of insurance company to p ay ................... 117
FIRST-IN, FIRST-OUT
(See “ Inventory”)
FORECLOSURE
Sale of real estate subdivision, gain or loss on lots acquired......................  161
FOREIGN CORPORATION
(See "Corporations”)
FOREIGN EXCHANGE
Payment of draft at lower rate of exchange, treatment on books of im­
porter...................................... ................................................................................  66
Rates and exchange differences in audit of foreign branches or companies 34 
FORGERY
Of check, what claim against bank for paym ent............................................ 86
FRAUD
(See also “ Statute of frauds”)
In contracts, describe, and give remedy for innocent party.......................  56
In manufacture of lawn mowers, show estimated loss.................................. 88
FUNDS
Received and utilized, prepare statement of and give work sheet and 
computations........................................................................................................  155
FUNGIBLE GOODS
With respect to sale of goods, define and give illustration..............................  179
FUTURE GOODS
Define term and give illustration.........................................................................  179
GIFTS
Discuss and give examples of various kinds....................................................... 116
GOODS SHIPPED
Balance-sheet treatment, where drafts are not paid........................................  32
GOODWILL
Of partnership, computation upon withdrawal of partner..........................  73
Of subsidiary made into division of parent company...................................  119
GOVERNMENTAL AUTHORITY
Recreation park accounts, prepare work sheet from data........................... 9
GROCERY COMPANY
Sales, costs and operating net income, prepare schedules...........................  168
GUARANTOR
Rights of, upon maturity of mortgage, where interest was reduced............  54
HOLDING COMPANY A N D  SUBSIDIARIES
Consolidated work sheet and statements showing treatment of stock . . . .  120 
Consolidation of accounts of subsidiaries, discuss examination of accounts 101
Consolidation of accounts of subsidiaries, how shown on work sheet........... 105
Dividend in excess of surplus paid by subsidiary to parent, discuss............ 146
Subsidiary made a division of parent company, prepare statement of
funds................................................................... . . . .............................................  119
HOSIERY MANUFACTURER
Pro-forma statements o f profits, for credit purposes..................................... 63
HOUSE FURNISHINGS
Balance-sheet and profit-and-loss account o f instalment house................. 13
IMPORTING COMPANY
Payment o f draft at lower rate o f exchange, treatment on books............  66
IN  GOOD FAITH
With respect to sale of goods, define term and give illustration...............  179
INCOM E
From dividends on treasury stock ...................................................................... 2
INCOM E TAXES
(See also “ Taxation")
Deductions disallowed on auto equipment....................................................... 4
Items disallowed in depreciating cost of building..........................................  135
On interim statements o f profit-and-loss, how shown..................................  165
Reserve for, how verified and shown on interim and final balance-sheet 136 
Trade-in allowances, treatment for..................................................................... 161
INCORPORATION
Certificate not filed, liability of officers of corporation................................  17
Of sole proprietorship, explain disadvantages................................................... 115
INDEBTEDNESS  
(See “ D ebts”)
answer
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101
216
170
230
90
46
118
76
120
222
254
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170
44
105
172
13
240
74
173 
145 
152 
215
172
86
19
90
254
2
5
195
237
199
230
26
168
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QUESTION
INDORSEM ENT page
Accommodation, on promissory note, liability of indorser. ............ ..........  177
Claim of indorser, against maker, of note, for expenses............................... 83
Liability of bankrupt corporation’s president as indorser of note. . . . . .  S3
INFANT
Define legal meaning of term, discuss contracts w ith ...................................  118
INSTALM ENTS
Sale of refrigerators by, prepare accounts and statem ents............................111
Selling of radios by instalment —  collection method, bookkeeping treat­
ment of profit........................................................................................................ 164
Treatment on balance-sheet and profit-and-loss account.................. ...........  13
INSTITUTIONS
(See also “ Schools, colleges, etc.” )
Real estate mortgages held by, how checked and examined......................  133
INSTRUM ENT COMPANY
Valuation of capital stock of, prepare estimate, with explanations.............. 151
INSURABLE INTEREST  
(See “ Interest”)
INSURANCE
Accident or health, disability claim against, what constitutes..................  180
Fire loss, for corporation dissolved because of tax delinquency............... 117
Fire policies, explain various statements in ................................................... .. 180
Unexpired, included in sale price, rights of buyer to collect for fire loss.. .  147
INTERCOM PANY  
(See “ Consolidations”)
INTEREST
Application of payment to interest or principal.............................................  17
Calculation of, in estate accounting...................................................................  92
During construction, disallowed in depreciating cost of building.............  135
Insurable, with respect to life and fire insurance, define.............................  147
Legal rate of, in contract for purchase of automobile..................................  19
Reduction of, rights of guarantor of mortgage, upon m aturity................. 54
INTERIM
Balance-sheet, treatment of reserves o n ............................................................ 136
Statement of profit-and-loss, treatment of income taxes o n .......................  165
Statement of surplus, prepare for quarter........................................................  76
INTERNAL AUDIT
Give description of meaning.................................................................................  100
INTERNAL CONTROL
Give description of meaning.................................................................................  100
INTERNAL REVENUE CODE
Questions regarding.................................................................................................  84
INTEROFFICES 
(See “ Branches”)
INVENTORY
Average cost method, describe and discuss...................................................... 105
Base-stock method, define.....................................................................................  175
Base-stock method, describe and discuss.........................................................  105
Cost or market method, define............................................................................  175
First-in, first-out method, describe and discuss..............................................  105
Last-in, first-out method, d efin e........................................................................  175
Last-in, first-out method, describe and discuss...............................................  105
Of copper mining company, bases for valuation o f ........................................ 73
Of merchandise, internal control of, discuss....................................................  133
Of mineral fiber company, valuation of adjustment...................................... 71
Physical test of, recommended by American institute of accountants........  68
Physical tests in verification, for specific types o f .........................................  101
Retail method, define.......................... ..................... .............................. ............... 175
Retail method, describe and discuss................ .................................................. 105
Retail method, in glove department problem. ........... ................................  23
Valuation under various basic methods............................................................  1
Verification of, in varying circumstances, according to extended audit
procedure......................................................................................................... .. 134
INVESTIGATION
Of claim against insurance company under fidelity bond...............................  103
INVESTM ENT TRUSTS
Record of dividends received.................................................................................  22
INVESTM ENTS A N D  SECURITIES  
Marketable securities portfolio, how inspected in first audit......................... 103
INVOICES
Bills rendered on concern’s own form of, advantages and disadvantages. .  132 
Duplicate payment on, discuss remedy for........................................................  4
JOBBERS
Inventory verification of dry goods...................................................................... 101
LABOR COSTS
Charged to cost of new machinery, discuss and give alternative treatment 99 
Increased labor turnover as factor in increase in depreciation.................... 164
LANDLORD A N D  TENANT
Vacating of property by bankrupt tenant, landlord’s rights......................  84
answer
page
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115
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171
160
234
19
191
220
255
170
255
216
26
127
195
216
27
74
198
237
107
141
141
116
151
250
150
251
151 
250 
151 
102 
191 
101
94
144
250
150
31
1
194
148
31
147
190
6
144
140
233
117
272 I N D E X
LAST-IN, FIRST-OUT question
(See “ Inventory”) page
LAW FIRM
Deceased partner’s equity in, examination to determine............................. 163
LAW M ERCHANT
Define term ........................................................................................    177
LAWN MOWER COMPANY
Fraud and theft by employees involving cost differences, compute esti­
mated loss..............................................................................................................  88
LEASE
Purchase and sale of, in partnership dissolution............................................  178
LEASEHOLD
Coal properties, amortization of cost o f ............................................................ 67
Oil properties, production and development problems................................. 25
LEASES
Landlord’s rights, regarding bankrupt tenant................................................. 84
Liability of corporation officers f o r .................................................................... 17
Meaning of term in retail store accounting, and balance-sheet treatment 102 
Relation to depreciation rate on buildings erected under............................ 133
LIABILITIES
Current, examination of, outline steps taken..................................................  69
LIBEL
As distinguished from slander, define................................................................  55
LICENSE
For use of patent, valuation o f ............................................................................  87
LIQUOR COMPANY
Bankruptcy of, prepare balance-sheets and report for receivers................ 59
LOANS
To corporation president, treatment by auditor in final accounts and 
balance-sheet.........................................................................................................  35
LOSSES
(See also “ Profit and loss”)
From theft by employees, estimate from data ................................................ 88
M ACHINERY
Costs, wages of dismissed employees charged to, discuss and give alter­
native treatment..................................................................................................... 99
Trade-in allowance on purchase of, how treated for income tax and ac­
c o u n t s . . . . . ...........................................................................................................  161
Valuation of, in condemnation proceedings........................................................ 54
Valuation of, on balance-sheet for credit purposes..........................................  37
M ANUFACTURING COSTS
Allocation to products and by-products, with regard to processing......... 35
M ARK-DOWN A N D  MARK-UP
Glove department inventory problem....................................... . .....................  23
M ARKETABLE SECURITIES 
(See “ Investments and securities”)
METAL COMPANY
Rates of production cost and burden, calculate and prepare sum m ary.. 129 
M IN IN G  COMPANY
ANSWER
PAGE
232
253
120
253
92
32
117
26
147
193
95
75
119
80
47
120
140
230
74
48
46
31
Bases for valuation of inventory of copper m ine...........................................  73
Depreciation, depletion and obsolescence of sulphur company, prepare
entries and balance-sheet................... ............................................................... 42
Deficiency in regard to royalty on coal mined on tonnage basis, treat­
ment for different years......... ............................................................................ 162
Mineral fiber mining, inventory valuation and adjustment and classi­
fication of costs..................................................................................................... 71
Zinc mining, prepare operating statem ent.........................................................  140
M INORITY INTERESTS
Prepare work sheet showing...................................................................................  137
Statement of, prepare from data ......................................................................... 90
MORTGAGE
Holdings of institutions, how checked and examined...................................  133
On personal property, give legal name and relation to pledge................... 118
Payment by purchaser, where sale of equity was not recorded................. 85
Purchase money, define and give example.......................................................  20
Rights of guarantor upon maturity, where interest was reduced.............. 54
MORTGAGE BONDS 
(See “ Bonds”)
MOTOR BUS COMPANY
Accounting system for passenger revenue.................................................. .... 168
MOTOR TRUCKS
Accounts for, errors affecting net profits, calculate and make adjustments 166 
In co m e ta x  d e d u c tio n s  o n  ex p en d itu res  f o r ...............................................................  4
M UNICIPAL ACCOUNTS
Adjustments to, when kept by “ encumbrance method” ............................. 102
Audit of, procedure with respect to cash receipts and expenditures. . . .  136
Board of education, prepare work sheet from data............ ..........................  78
Budget appropriations and balances, prepare statem ent.................. ..........  182
Examination of, outline statements accompanying report o f ..................... 145
Prepare balance-sheets and statements for municipality............................. 44
MUSICAL INSTRUM ENTS, ETC.
Inventory verification of merchandise...............................................................  101
185
102
53
231
101
204
200
124
191
171
118
29
74
239
238
5
146
197
111
257
213
59
145
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QUESTION
NATURAL BUSINESS YEAR page
Define term and give advantages.......................................................................  66
NEGOTIABLE INSTRUM ENTS  
(See a lso  "Notes ”)
Bill of exchange, rights of holder, in nonacceptance o f ................................ 177
Date of payment, how determined....................................................................  178
Negotiability of, determine, under certain conditions............... ...................  115
Negotiation of, defective title of person i n ...................................................... 178
Payment on legal holiday......................................................................................  178
When payable to bearer........................................................................................  177
NONREVENUE FUNDS
Define and describe................................................................................................. 102
NOTES
Promissory, accommodation indorser, liability o f .......................................... 177
Promissory, claim of indorser against maker, for expenses.........................  83
Promissory, how shown on balance-sheet where payments were made on
principal.................................................................................................................  2
Promissory, liability of bankrupt corporation’s president, as indorser.. .  53
Promissory, recovery on, where question as to place of payment............  18
Receivable, continued renewal of, how treated on balance-sheet for credit
purposes.............................................................................................. ...................  37
OBSOLESCENCE
Of machinery, plant and equipment of sulphur company........................... 42
Of machinery, treatment for income tax and in accounts........................... 161
OFFICERS
Liability for lease and contract......................... . ...............................................  17
Loans to, how treated in final accounts and balance-sheet........................  35
Salaries, commissions and traveling expenses, how verified by aud itor.. 132
OIL COMPANY
Discounts to distributors as accrued liabilities of, discuss check ing.. . .  38
Production and development problems under leasehold.............................. 25
ORGANIZATION EXPENSES
Disallowed in depreciating cost o f building..................................................... 135
OXYGEN COMPANY
Calculate operating data and costs and prepare statements of sa m e.. .  47
ANSWER
PAGE
91
PARENT COMPANY
(See “ Holding company and subsidiaries”)
PARTNER
Accounts of, showing balances, profits and distributions............................  56
Admission of, as affecting status of firm........................................................... 83
Amount due withdrawing partner......................................................................  73
Liability of new or incoming, for debts............... .............................................  84
Proportion of loss to each, upon dissolution.................................................... 52
Proprietary interest of, real or personal property........... ................. ............  178
PARTNERSHIP
Accounting, upon withdrawal of partner.........................................................  73
Accounts, showing balances, profits and cash distributions.......................  56
Corporation as a partner.......................................................................................  150
Debt, liability of surety for paym ent................................................................  180
Define and explain legal characteristics............................................................  19
Dissolution, proportion of partner’s loss........................................................... 52
253
254 
168 
179 
178 
253 
147
253
115
2
73
27
48
53
230
26
47
188
49 
32
195
67
Formation of, upon corporate dissolution, assets and liabilities after com­
pletion ..................................................................................................................... 158
Purchase and sale of lease in dissolution o f .....................................................  178
Special types of, name and describe..................................................................  83
Status of firm upon admission of partner......................................................... 83
PATENTS
Amortization of cost of interest in . .  .............................................................  7
Amortization of cost of obtaining....................................................................... 150
Transfer to affiliated company, discuss problem and outline entries. . . .  87
PAYM ENT
(See also "D ebts”)
Application of, to principal or interest.............................................................. 17
Place of, questioned on promissory note...........................................................  18
PERIOD
Define term "natural business year” and give advantages........................  66
PETTY CASH 
(See “ Cash”)
PHYSICAL TESTS 
(See “ Inventory”)
PLEDGE
Relation to mortgage, on personal property, describe difference.............. 118
PRECISION PARTS COMPANY
Increased operations as reason for increase in depreciation, d iscu ss.. . .  164 
PREFERRED STOCK
76
116
105
116
72
253
105
76
218
255
27
72
232
225
253
116
116
9
219
119
26
27
91
171
233
(S ee  “ C a p ita l s to c k ” )
PREM IUM
On bonds refunded, unamortized, alternative methods of accounting for 182 
PRINCIPAL
Application of payment to principal or interest............ ............. ............ .... 17
256
26
274 I N D E X
QUESTION
PRIVATELY OWNED PROPERTY page
For public use, how obtained by government and what are tenant’s
damages.................................................................................................................. 54
PROCESSING OF MATERIALS
Affecting allocation of manufacturing cost to products and by-products 35
PRODUCTION COSTS 
(See “ Costs”)  
PRODUCTS A N D  BY-PRODUCTS 
Cost of manufacture, allocation to, with regard to processing................... 35
PROFESSIONAL ETHICS
Payment in capital stock, of auditor’s fee ........................................................ 67
PROFIT A N D  LOSS
(See also “ Losses”; “ Profits” ; “ Statements”)
Account, on work sheet, showing adjusted balances..................................... 172
For consolidation, prepare work sheet showing..............................................  137
Gross, of oil company under leasehold agreement.........................................  25
On sale and operation of real estate................................................................... 28
Prepare account for instalment house, from data...................... ................... 13
PROFITS
Consolidated, prepare statement, from data................................................. .. 90
Reconciliation of, with adjusted figures, prepare from data....................... 191
ANSWER
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74
46
46
92
PRO-FORMA STATEM ENTS 
(See “ Statements”)
PROMISSORY NOTES 
(See "Notes")
PROMOTION EXPENSES
Disallowed in depreciating cost of building.....................................................  135
PROPERTY
246
200
32
36
19
124
263
Real or personal, as proprietary interest of partner...................................... 178
PUBLIC UTILITIES
Electric light and power company, prepare entries, special accounts and 
balance-sheet, from data.................................................................................... 124
PURCHASE INVOICES
Payment on, discuss control.................................................................................  4
PURCHASE M ONEY MORTGAGE
Define and give example........................................................................................ 20
RADIOS
Sold by instalment—collection method, treatment of profit......................  164
REAL ESTATE
Abstract of title to, in first audit of corporation............................................ 118
Accounts for partnership, prepare from data..................................................  28
Gain or loss on lots acquired under foreclosure..............................................  161
Syndicate, distribution of proceeds to investors............................................. 189
Test of rental income in audit of real estate company................................. 36
RECEIVABLES
(See also “ Accounts receivable” ; “ Notes receivable”)
Auditing of, what additional procedure at end of year................................  99
Circularization of, recommended by American institute of accountants. 68
RECEIVERSHIP
Statement of affairs and deficiency account, prepare from data...............109
RECONCILIATIONS
Of surplus and profits, with adjusted figures................................................... 191
RECREATION PARK
Prepare work sheet showing asset, liability and budgetary accounts.. . .  9
REFRIGERATOR COMPANY
Sales on instalment contracts, prepare entries and summaries.................. 111
RENT
In arrears, right of sole proprietor to remove property...............................  21
Test of rental income in audit of real estate company................................. 36
REORGANIZATION
Of corporation into partnership, show assets and liabilities, upon com­
pletion.....................................................................................................................  158
REPOSSESSIONS
Of refrigerators sold on instalment plan, prepare entries and summaries. .  111 
RESERVES
For depreciation, discuss charges to, in various cases..................................  67
For depreciation or depletion, payment o f dividends from ......................... 67
How verified and shown on interim and final balance-sheet......................  136
Retirement of preferred stock .............................................................................. 162
RETAIL CLOTHING TRADE
Inventory verification of merchandise............................................................... 101
195
253
178
6
29
234
171
36
230
261
47
140
94
156
263
13
160
30
47
RETAIL M ETHOD  
(See “ Inventory")
RETIREM ENT OF STOCK 
(See “ Capital stock”)
225
160
93
93
198
231
145
Controlled by “ authorizations,” outline audit procedure for..................... 70
ROYALTIES
On coal mined under lease, deficiency in amount, treatment for different 
years........................................................................................................................  162
99
231
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QUESTION
SALARIES page
Corporation officers, how verified by auditor.................................................  132
SALE OF GOODS
Contract for, rights of parties when goods are destroyed by fire..............149
Define and illustrate term s..................................................................................  179
SALES
Distribution for grocery manufacturer, prepare schedule............................ 168
Express warranty, with respect t o ..................................................  ................. 147
SALES CONTRACT
Difference between contract for work, labor and services............ .............. 20
SALESM EN’S EXPENSES
Accounting procedure, discuss adequacy.......................................................... 3
SCHEDULES
(See "Working papers")
SCHOOL SYSTEM
(See “ Board of education”)
SCHOOLS, COLLEGES, ETC.
Accounts kept on commercial basis, change to educational institution
ANSWER
PAGE
188
217
254
240
215
28
3
form .......................................................... ............................................... ............... 95
Balance-sheet in institutional form, prepare from data. . .  ..........................  107
SH IPPING  COMPANY
Accounts of, and treatment of "depreciation on appreciation”, discuss.. .  142 
SINK ING  FUNDS
Bond, reserve for, how shown on interim and final balance-sheet................. 136
Show particulars on balance-sheet in accordance with charter provisions 76
SLANDER
As distinguished from libel, define...................................................................... 55
SM ELTERS
Inventory verification of scrap and ore............................................................. 101
SOLE PROPRIETOR
Incorporation of , explain disadvantages..................................... .....................  115
Right to remove property where rent is in arrears..................................... .. 21
SOLE STOCKHOLDER  
(See "Stockholders” )
SOLICITOR
Validity of ten-year provision in contract........................................................ 55
SPECIFIC GOODS
With respect to  sale of goods, define term and give illustration...............  179
STANDARD COSTS
In production of lawn mowers............................................................................. 88
STATEM ENTS
Application of funds, prepare from data................. ......................................... 40
Financial, showing particulars of capital stock and surplus........................ 76
Funds received and utilized, prepare from data giving work sheet and
computations........................................................................................................  155
Income and expense, for educational institution............................................ 95
Interim, o f profit-and-loss, treatment of income taxes o n ........................... 165
Minority interest, capital surplus, and consolidated profit, prepare from
data............. ............................................................................................................  90
Profit-and-loss, in real estate partnership......................................................... 28
Profit-and-loss, where depreciation not included in operating cost, discuss 134 
Pro-forma, for bank loan to hosiery manufacturer, indicate accountant’s
responsibility............................... .........................................................................  63
Receipts and disbursements, in real estate partnership.............................  28
Sources and application of funds, of subsidiary made division of parent
company................................................................................................................. 119
STATUTE OF FRAUDS
Misrepresentation of fact, validity of claim under........................................  83
Oral agreement to pay debt of another, validity of defense under............ 179
Place of, in state law s............................................................................................. 83
Promise made to banker, subject to law o f ...................................................... 20
STATUTE OF LIM ITATIONS
Consideration for promise to pay, on barred claim .............................. .. 146
STOCK
(See “ Capital stock”)
STOCK RIGHTS
Law regarding rights issued to testamentary trustee.................................... 20
STOCKHOLDER
Promise to pay accountant’s fee, state law involved....................................  114
Sole, liability of, against separate entity of corporation.............................. 53
STOVE COMPANY
Funds received and utilized, prepare statement, with work sheet and 
computations.......................................................................................................  155
SUBSIDIARIES
(See "Holding company and subsidiaries”)
SULPHUR COMPANY
Depreciation, depletion and obsolescence problem, prepare entries and
134
154
208
199
107
75
144
168
30
74
254
120
52
107
222
134
237
124
36
193
86
36
172
116
254
116
29
215
28
168
73
222
blance-sheet from data ....................................................................................... 42
SURETY
Liability of, for partnership debt........................................................................  180
53
255
276 I N D E X
_  QUESTION
SURPLUS page
Capital, deficit written off from, show on balance-sheet.............................. 69
Capital, prepare statement from data...............................................................  90
Earned, account of public utility company, prepare from data................ 124
Earned, at consolidation, prepare work sheet showing................................  137
Earned, difference in valuation write-off to be charged to ..........................  32
Prepare statement for year and for quarter..................................................... 76
Profits from sinking-fund reserve included in, how treated on balance-
sheet for credit purposes. . . ............................................................................  37
Reconciliation of, with adjusted figures, prepare from d a ta .........................  191
SYNDICATES
Distribution of proceeds to investors in real estate speculation................ 189
TAX-DELINQUENT CORPORATION
(See “ Corporations")
TAXATION
(See also “ Income taxes”)
Internal revenue code, questions regarding.....................................................  84
TAXES DURING  CONSTRUCTION
Disallowed in depreciating cost of building............................. .......................  135
TESTING
Of footings and postings as part of examination............................................ 1
THEORY
(See “ Accounting theory and practice”)
TICKETS
Accounting system for bus company, comment on and make entries for 168
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44
107
48
263
261
116
195
1
TRADE-IN ALLOWANCE
On motor truck, in relation to income ta x .......................................................  4
On motor trucks, errors in accounting as affecting net profits..................  166
On old machine, treatment in accounts and income tax return................  161
TRADE-MARKS
Amortization of cost o f ..........................................................................................  150
TRAVELING EXPENSES
Of corporation officer, how verified by auditor............................................... 132
TREASURY STOCK
(See “ Capital stock”)
TRIAL BALANCE
Adjustments to, prepare work sheet showing................................ .............. .. 172
TRUSTEES
(See “ Executors and trustees”)
ULTRA VIRES CONTRACT
(See “ Contracts ”)
UNENFORCEABLE
Define term as relating to law of contracts.....................................................  115
UNIVERSITIES
(See “ Schools, colleges, etc.’’)
USURY
239
5
238
230
219
188
246
169
Validity of contract, in regard to legal rate of interest................................ 19
VALUATION
(See also “ Inventory”)
Adjustments to property values by write-off, in annual report................. 32
Capital stock and patents, discuss problem and outline entries................ 87
Capital stock of manufacturing company, prepare estimate with explana­
tions................ .......................................................................................................  151
Inventory, under various basic methods..........................................................  1
Of machinery for credit purposes, balance-sheet treatment.......................  37
Of machinery in condemnation proceedings................................................ .... 54
VOID
Define term as relating to law of contracts.....................................................  115
VOIDABLE
Define term as relating to law of contracts.....................................................  115
VOUCHER
Define..........................................................................................................................  5
VOUCHER CHECK
Define............................................................................................. ............................ 5
VOUCHER IN D E X
Define.......................................................................................................................... 5
Voucher record
Define..........................................................................................................................  5
VOUCHERING
Definition and use o f term ....................................................................................  2
VOUCHING
_  Definition and use of term ....................................................................................  2
WAGES
Charged to cost of new machinery, discuss and give alternative treatment 99 
W ARRANTIES
Express, with respect to sale, define and give illustrations.........................  147
W ATER WORKS
Owned by municipality, prepare balance-sheets for several funds...........  46
WORK, LABOR A N D  SERVICES CONTRACT
Difference between contract of sale.................................................................... 20
27
44
119
220
1
48
74
169
169
6
7
7
7
2
2
140
215
63
28
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WORKING PAPERS
Filing method for accountant’s office, describe 
Indexing and preserving of, describe method. .
W RITE-OFF
Of property values, in annual report..................
ZINC M INING  COMPANY
Operating results, prepare statement o f ............
QUESTION
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